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MEMORANDUM 

TO:   The Arizona State Retirement System (ASRS) Investment Committee (IC) 

FROM:  Mr. Paul Matson, Director 
Mr. Gary Dokes, Chief Investment Officer (CIO) 

DATE:   August 23, 2013 

RE:   Agenda Item #3: Presentation, Discussion, and Appropriate Action Regarding  
Emerging Markets (EM) 

Purpose 
Presentation and discussion regarding the Emerging Markets.

Recommendations 
Informational only; no action required 

Background 
As part of an ongoing IC/IMD Investment forum, the CIO plans to periodically include in future 
IC agendas investments which the ASRS strategically or opportunistically invests or may invest 
in, and which are of interest given recent developments. In general, the structure of the forum 
will include participation by the IC Trustees, Director, CIO, ASRS investment staff, the ASRS 
Investment Consultant(s) and select external parties who are knowledgeable of and can share 
perspectives on the specific subject matter. It is intended that discussion among forum 
participants will focus on fostering engagement and discussion rather than decision-making. 

The forum’s inaugural investment topic will focus on emerging markets and the recent 
weakness in emerging market local currency debt, emerging market currencies, emerging 
market equities and high yield bonds. Ashmore, BCA Research, Bridgewater, Deutsche Bank, 
McKinsey, MSCI and NEPC will participate, as they have specific perspectives on EM and have 
provided the attached reference material. 

As way of background, over the past decade EM countries produced stronger economic growth 
while amassing generally lower amounts of sovereign debt than many developed countries. This 
has contributed to a general appreciation in the value of emerging market currencies relative to 
the US dollar and exerted a positive effect on investment returns from the EM investment. While 
many factors continue supporting a positive outlook for EM economies and capital markets,
concerns have surfaced about both their future rate of economic growth and of the relative value 
of their currencies versus the US dollar. Giving rise to these concerns have been; the 
decelerating rates of growth in China, Brazil and India; falling commodity prices, aggressive 
quantitative easing and a falling yen in Japan; an improved economic outlook in the US; the 
prospect of a tapering-off of aggressive quantitative monetary policy easing in the US along with 
potentially higher interest rates; and the potential for an improved U.S. current account deficit. 
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At its early June meeting, ASRS Portfolio Tactical Repositioning Committee extensively 
discussed the weakness in emerging market currencies, the carry-trade, the recent renewed 
U.S. dollar strength and its potential impact on ASRS emerging market debt and equity 
investments. It was noted that ASRS’s aggregate public and private emerging market (debt and 
equity) exposure is approximately 10% of the Total Fund. The Committee concluded to maintain 
ASRS slight underweight position to its Strategic Asset Allocation Policy (SAAP). Compelling 
long-term dynamics related to relative expected performance, valuations and fundamental 
factors help buttress the case to continue to invest in emerging markets. In 2012, EM 
experienced a similar sell-off followed by a market recovery which may again occur this time.  

Format: 
Question & Answer (Q&A) with the CIO as the moderator.  

Reference Materials: 
Emerging Markets and Tapering |The Emerging View | July 2013 | Ashmore Investment Group 

Emerging Markets Strategy | Weekly Report | BCA: 
� A Bounce or Bottom? | July 24, 2013  
� In a Dangerous Phase of The Bear Market? | July 31, 2013  

Daily Observations | Bridgewater Associates, LP: 
� China’s Ripple | July 23, 2013 
� The Underperformance of Emerging Market Equities | July 24, 2013 
� Funding Conditions Tightening in Emerging Markets | July 30, 2013  
� The Increasing Divergence Between Developed World and EM Growth | August 7, 2013  

Emerging Markets Monthly | EM Adjusts to Tightening Liquidity | June 13, 2013 | Deutsche Bank 
Market  Research  

Pillars of stone or pillars of sand? | Ten tests of a robust investment strategy in emerging 
markets | June 2013 | McKinsey & Company  

Emerging Markets Analysis: Optimal Access Nodes | July 2012 – Summary Report by Martin 
Brcka, Intern, ASRS 
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Alexis de Mones, Por�olio Manager, joined Ashmore in 2012. Alexis has 16 
years of investment experience in fixed income and credit markets. Prior to 
joining Ashmore, Alexis was the Lead Investment Strategist for Global Bonds at 
Blackrock in London. Prior to Blackrock, Alexis worked at ABN Amro Asset Man-
agement as Head of the Fixed Income Global Product Specialists Team. Alexis 
started his career at Morgan Stanley in New York and London, where he 
worked as sovereign emerging market credit analyst covering EMEA, and ad-
vised sovereigns and corporates on credit ra�ng advisory mandates. Alexis then 
managed global emerging markets and credit for Morgan Stanley in London be-
tween 2001 and 2005. Alexis holds a Masters in Public Policy from Harvard Uni-
versity and an Honours Degree in Business from EDHEC in France. 

Panelist Biography  
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Arthur Budaghyan joined BCA in 1999. Since then, Arthur has been covering 
various emerging  economies and has been responsible for EM trading ideas 
from 2002. Mr. Budaghyan has been Managing Editor of the Emerging Markets 
Strategy service from 2005. Prior to joining BCA, Mr. Budaghyan had four years 
of hands-on work experience in a developing economy. Specifically, he started 
his career in Armenia with a regulatory government organiza�on supervising 
financial markets. Mr. Budaghyan has an MBA from the American University of 
Armenia and an M.Sc. in Economic Policy Management from McGill University. 
He is also a CFA charterholder. 

Panelist Biography 
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Paul Podolsky is a Por�olio Strategist at Bridgewater Associates. He is a senior 
member of the research group with exper�se in por�olio structuring and the 
foreign exchange, interest rate, commodity, and equity markets. Paul is a con-
tributor to Bridgewater's Daily Observa�ons.  He also works with Bridgewater’s 
clients to develop investment strategies that meet their objec�ves and to pro-
vide insight into the research group’s thinking on global markets and economic 
condi�ons.  Paul has been with the firm since 2004.  Prior to joining Bridge-
water, Paul was a Managing Director and head of interest rate and currency 
strategy at FleetBoston Financial.  He was also a regular contributor to Na�onal 
Public Radio and The Wall Street Journal.  He received a B.A. in History from 
Brown University and a Master's Degree in Interna�onal Monetary Policy from 
the Fletcher School of Law and Diplomacy, part of Tu�s University and in associ-
a�on with Harvard University. 

Panelist Biography 

ASRS | IC | 8-30-13 | #3 EM Forum |  3



G����� C��	�
�, H�� �� E��	����� R���
��, EM 
D������� B	� S���
����� 

 

 

 

Cañonero is currently Managing Director and Head of Economic Research for 
Emerging Markets at Deutsche Bank. Mr. Cañonero joined the Emerging Market 
Research group at Deutsche Bank in May 1998.  
 
Cañonero holds a Ph.D. in Economics from the Massachuse�s Ins�tute of Tech-
nology, a Masters in Economic Theory from the Ins�tute for Social and Economic 
Development (IDES-Argen�na), and a BA in Economics from the University of 
Buenos Aires- Argen�na. 
 
Previous to join DB, he was the main economist for La�n American Research at 
Salomon Brothers. Prior to this, he worked as a Desk Economist in the European 
and Western Hemisphere Departments at the Interna�onal Monetary Fund dur-
ing which, he focused his research on interna�onal trade and finance, and mac-
roeconomics. In addi�on, while in Argen�na, he worked at the Ministry of Fi-
nance. In his early years he was research assistant at the Research Center for 
State and Society (CEDES).  
 
Since being named Chief Economist for La�n America in 2003, Deustche Bank 
climbed up to the top two economic teams covering EM in the pres�gious Ins�-
tu�onal Investor poll. Previously, as economist of the Mercosur countries Ca-
ñonero ranked among the three best economists following Brazil in 1999 and 
Argen�na in 2000 by La�n Finance. Since March 2006, Cañonero coordinates the 
whole economic research effort for Emerging Markets outside Asia.  

Panelist Biography 
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Marcos is an Associate Principal in the Canadian Prac�ce of McKinsey & Compa-
ny, based in Montreal. 

Marcos joined the Firm in 2005.  He focuses on ins�tu�onal inves�ng including 
pension funds and global sovereign wealth funds and has exper�se in principal 
inves�ng and fund inves�ng. He has served Caisse on a wide variety of man-
dates since 2006, across investment strategy (including Chapter 2), due dili-
gences and governance topics.  He has also done previous work in the retail 
sector, helping some of North America’s largest retailers improve their custom-
er value proposi�on and format strategy. His relevant client work at McKinsey 
includes: 

�� Conduc�ng mul�ple due diligences and market scans across sectors and 
companies, covering retail, technology, infrastructure and others 

�� Developing the venture capital strategy for one of the largest VCs in Cana-
da, covering technology investments, cleantech and the health sectors 

�� Helping a global sovereign wealth fund enhance its strategic asset alloca-
�on process through the development of a thema�c inves�ng approach 

�� Helping a large North American retailer redefine its superstore format to 
improve its client value proposi�on 

�� Diagnosing performance and developing a growth strategy at a large North 
American hardware retailer and distributor 

�� Ar�cula�ng the emerging markets investment strategy for a large North 
American pension fund 

�� Developing the investment strategy for the concentrated absolute return 
equity por�olio of a large ins�tu�onal investor 

He is a co-author of “The Best of Times and the Worst of Times for Ins�tu�onal 
Investors, how ins�tu�onal investors should adapt their strategies to the chang-
ing investment landscape,” the result of a global benchmarking ini�a�ve of 
large ins�tu�onal investors represen�ng collec�vely almost $4 trillion in capital.   

Prior to McKinsey, Marcos led the investment ac�vi�es for a Canadian private 
investment firm, Palomino Capital, as a Principal.  He has also spent four years 
in Strategic Ini�a�ves at Bombardier, Inc. 

Marcos holds an MBA from INSEAD (with Dis�nc�on), a B.Com. from the John 
Molson School of Business, and is a Chartered Financial Analyst.. 

Panelist Biography 
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Sacha Ghai is a Partner in the Toronto office of McKinsey & Company.  He leads 
McKinsey’s Global Ins�tu�onal Investor service line, which includes re�rement 
systems, pension plans, sovereign wealth funds, endowments and family offices 
from around the world. He serves clients in North America, Europe and the 
Middle-East.  
He has extensive experience serving ins�tu�onal investors across a wide range 
of issues and asset classes.  Specifically, he has experience helping ins�tu�onal 
investors develop their long term mul�-asset class strategies (including invest-
ment philosophy, business model, and direct vs. indirect inves�ng). 
He also helps these ins�tu�ons organize to deliver on their chosen strategies by 
improving their suppor�ng investment processes (including due diligence on 
direct investments, and external manager selec�on criteria), as well as by im-
proving the efficiency and effec�veness of all middle and back office func�ons. 
He has personally led 3 finance func�ons transforma�ons in the past 2 years, 
where he has helped these ins�tu�ons streamline processes, improve effec�ve-
ness and implement new business models.  
He also focuses on helping large ins�tu�onal investors improve their invest-
ment oversight and governance approaches and on aligning these approaches 
with their chosen strategies.  This has included developing innova�ve business 
models and structures in some cases (for example, se�ng up a cap�ve vehicle 
to manage capital on behalf of third par�es). 
Sacha spent 1 year as a Fellow of the McKinsey Global Ins�tute where he led a 
major research effort on the impact of global demographic change on interna-
�onal capital markets. His work has been presented at the World Economic Fo-
rum in Davos, and appeared in various publica�ons, including Business Week, 
the Financial Times, CBS News and McKinsey Quarterly. 
He is also a co-author of “The Best of Times and the Worst of Times for Ins�tu-
�onal Investors”, a global perspec�ve on long term investment strategies to 
help ins�tu�onal investors navigate the next decade. 
Sacha received a B.A.Sc. in Biochemistry from McMaster University and an MBA 
from the Harvard Business School.  

Panelist Biography 
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Susan Lund is a partner of McKinsey & Company at the McKinsey Global Ins�-
tute, the firm’s economics and business research arm.  A PhD economist by 
training, Dr. Lund’s areas of exper�se are labor markets, financial markets, and 
the underpinnings of global economic growth. Her latest research examined 
five game changers that could significantly li� economic growth and employ-
ment in the United States, including shale energy, talent, infrastructure, trade, 
and big data. This is the latest in a series of reports on the structural challenges 
facing the US economy.  In addi�on to leading research, Dr. Lund works with 
clients to understand how the global economy is evolving and the macroeco-
nomic outlook for different regions.  

Dr. Lund is a frequent speaker at global conferences on economics, workforce 
development, and financial markets. She has authored numerous ar�cles in 
leading business and academic publica�ons, including Foreign Affairs, Harvard 
Business Review, The Financial Times, The Washington Post, The Wall Street 
Journal, Foreign Policy, Bloomberg Business week, and The Interna�onal Econo-
my. 

Dr. Lund joined McKinsey & Company in 1997 as a consultant.  She holds a 
Ph.D. in economics from Stanford University and a B.A. in economics from 
Northwestern University.  She has lived and worked in Africa and Asia, and now 
lives in Washington DC with her husband and two daughters  

Panelist Biography 
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Ludger Hentschel is Managing Director of Analy�cal Research at MSCI, based in 
New York. Mr. Hentschel is responsible for leading MSCI's research efforts in 
alterna�ve investments, asset alloca�on and macroeconomic risk, and liquidity 
risk. 

Before joining MSCI, Mr. Hentschel was responsible for alterna�ves research at 
Investcorp, an alterna�ves investments company. Previously, he headed quan�-
ta�ve equity research at New York Life Investment Management, was an Asso-
ciate Professor of Finance at the University of Rochester, and served as an 
Economist for the Board of Governors of the Federal Reserve System.  

Mr. Hentschel earned a BS in Mechanical Engineering from Yale and a PhD in 
Economics from Princeton. He has published ar�cles in leading academic fi-
nance journals, served as an associate editor for the Journal of Financial Eco-
nomics, and is a frequent speaker at financial seminars and conferences. 

Prior to joining MSCI, Mr. Winkelmann was a Managing Director at Goldman 
Sachs Asset Management where he established and led the Global Investment 
Strategies team, responsible for strategic asset alloca�on, asset/liability analysis 
and risk advisory across asset classes for the firm’s major global ins�tu�onal 
clients. Between 1993 and 1999, he managed the Global Fixed Income Por�olio 
Strategy Group at Goldman Sachs Interna�onal. 

Panelist Biography 
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Phillip joined NEPC in 2011 having been in the investment industry since 2002. 
Phillip is involved in NEPC's tradi�onal markets research and due diligence ac-
�vi�es, and covers the global fixed income, TIPS, LDI, and GAA asset classes.  In 
addi�on, Phillip assists the consultants with tradi�onal manager searches and 
technical projects.  Phillip is a member of the Tradi�onal Assets Due Diligence 
Commi�ee. 

Among his previous posi�ons, Phillip spent over six years with Pinnacle West 
Capital Corpora�on, where he began as a Senior Analyst and was promoted to 
Manager of the Trust Investments department.  Phillip was responsible for 
overseeing $3 billion in assets for the Company’s Pension Plan, 401(k), OPEB, 
Nuclear Decommissioning Trust and Founda�on.  Phillip has extensive experi-
ence with LDI strategies and implemented a liability driven investment theory 
for the Company’s Pension Plan in 2008.  

Prior to working at Pinnacle, Phillip worked at Yoshikami Capital Management 
as an Investment Analyst where he analyzed public companies and specific in-
dustries to determine the suitability of poten�al investments.  Phillip developed 
quan�ta�ve models for security and mutual fund selec�on and valua�on mod-
els for a number of companies. 

Phillip received his B.A. in Poli�cal Science from the University of California Ir-
vine. Phillip also holds the Chartered Financial Analyst designa�on and is a 
Board Member of the Arizona Founda�on for Blind Children.  

Panelist Biography 
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We think that the notion that all the big trades of the past  

30 years must now go into reverse is far too simplistic.  

It fails to distinguish between fundamental and technical 

market drivers as well as between cyclical and structural 

factors. In this piece we tackle head-on a few  

misperceptions, which have become more widespread 

following June’s sell-off.  

1  First, we believe the sell-off in June was technical,  

not fundamental.

2   Secondly, we believe Emerging Markets are far less 

vulnerable to tapering and rising rates than the HIDCs 

(Heavily Indebted Developed Countries).

3  Thirdly, we believe the so-called ‘era of Emerging 

Markets’, far from being over, is only in its infancy.

4    Finally, we think that Fed rate hikes are further into the 

future than the market thinks. But we also believe that 

inflation risks are higher than the market thinks. What  

this translates into is a view that the Dollar is not about  

to embark on a long-term bull trend, but rather that it  

is heading for a fall in the coming years as inflation  

re-emerges.

In short, we believe the case for investing in Emerging 

Markets remains very strong. 

Many now allege that the ‘Great Rotation’ is 
upon us, the US Dollar is going to soar and 
Emerging Markets – their rise constituting the 
single most important change in the global 
economy over the past three decades – are 
predicted to decline.

Misperception number 1

The Emerging Markets sell-off in June was 
fundamentally driven 

Emerging Markets asset prices reacted far more strongly to the 
Fed’s tapering announcement than appears to be justified by a 
100bps of re-pricing of US treasury yields. The reason why the 
price action was so violent is that an unusually bad technical 
constellation had emerged in the market leading up to  
Bernanke’s tapering announcement, particularly in local markets. 

The weak technicals began with very strong inflows into 
Emerging Markets in Q1 2013 on the back of strong performance 
in 2012 and declining market volatility as European tail risk fears 
gradually dissipated. The flawed practice of measuring risk using 
volatility proved costly once again as many investors entered the 
market very late in the rally, which had its origins in the turmoil 
surrounding the Greek default in late 2011. 

Emerging Markets and tapering
By Jan Dehn 

Federal Reserve Chairman Ben Bernanke’s announcement that Quantitative Easing (QE) will be scaled back 

carries enormous symbolic significance. 

The commencement of tapering marks the first reduction in the pace of monetary easing in the United States since  

the crisis began in 08/09, but the market has been keen to extend the logic well into the realm of monetary tightening. 

The US treasury market now prices hikes by early 2015. The turning point thesis has even been extended beyond the 

US treasury market. Many now allege that the ‘Great Rotation’ is upon us, the US Dollar is going to soar and Emerging 

Markets – their rise constituting the single most important change in the global economy over the past three decades –  

are predicted to decline.  

But is this really a meaningful turning point, beyond its purely symbolic significance? Highly symbolic events make 

for excellent stories and excellent stories can drive markets. A risk-averse and structurally impaired world navigating 

uncharted waters of abundant liquidity using untested policies is perhaps particularly inclined towards the melodramatic. 

Indeed, it is not so long ago that another powerful idea seduced the market, namely the break-up of the Eurozone. Like 

the idea of the great rebalancing, the Eurozone idea was also seductive, highly tradable, grand in scope and completely 

wrong. Europe went on to expand its membership rather than break up. Once-strongly voiced calls for imminent  

EUR-collapse are now barely heard in whispers.
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Fig 1: Index levels are inversely correlated with volatlity

Next the market added leverage near the top of the market. In 
highly speculative bets, hedge funds and other leveraged 
investors added exposure on the view that Japanese institutional 
investors would significantly allocate to Emerging Markets fixed 
income in response to a rise in JGBs yields. Yields screamed 
lower in April, in some cases such as Poland, entirely 
unreasonably so.

Fig 2: Poland: 10 year bond
 

The straw that broke the camel’s back was the Fed’s tapering 
talk. Wall Street’s market makers sharply reduced balance   
sheets for flow traders, the key liquidity providers for leveraged 
investors. As US treasury yields rose, the Japanese stock   
market turned, USDJPY declined and the anticipated Japanese 
institutional flow into Emerging Market local bonds never 
materialised. Hedge funds found themselves trapped in 
leveraged long positions.  

The resulting sell-off was material, largely indiscriminate and 
essentially unrelated to Emerging Markets fundamentals. It 
serves as yet another reminder of the importance of not trading 
markets with highly pro-cyclical liquidity with excessive leverage. 
EM is still a very inefficient market, where prices can veer far 
from underlying fundamentals. 

The other inefficiency on display during June was the market’s 
tendency to treat all Emerging Markets as an amorphous mass of 
risk rather than a large investment universe with 65 countries and 
multiple asset classes. Idiosyncratic country-specific negative 
headlines in a small number of individual Emerging economies 
coincided with the technical sell-off. These headlines, which were 
unrelated to the developments in the US treasury market, 
included cyclical weakness in Asian exports, political noise in 
Brazil, Turkey and Egypt and stress in interbank market rates in 
China. The effect was an impression that the entire Emerging 
Markets universe was unravelling. 

We strongly disagree and think the resulting sell-off has left 
Emerging Markets looking attractive. Positioning is now much 
cleaner. Local currency government bonds with an average 
investment grade rating are now trading more than 500bps over 
similar duration bonds in the US treasury market. This compares 
to less than 200bps before the crisis. Sovereign Dollar 
denominated bonds of investment grade quality are similarly 
trading at more than twice the spreads before the crisis. Equities, 
corporates and currencies have produced similar opportunities 
plus a number of countries were left mispriced in absolute and 
relative terms. 

Fig 3: Spread between UST 5-year and GBI EM GD bond yields
 

Misperception number 2

Emerging Markets are more vulnerable to tapering and 
rising rates than the HIDCs

The recent re-pricing of the US treasury market did not create 
major difficulties in Emerging Markets. Obviously, countries in 
Emerging Markets are hugely diverse, not just in economic 
structures, but also in quality of governance and policy making. It 
is therefore no surprise that a smaller number of countries with 
weaker macroeconomic policies found it necessary to tighten 
monetary policy (Brazil, Turkey, Indonesia and India). Even so, the 
vast majority of Emerging Markets countries saw no need to act. 
Some even lowered rates, others intervened to stabilise bond 
and FX markets with standard measures, or simply did nothing. 
None were even close to approaching crisis conditions. None 
turned to the IMF or other institutions for help.
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Fig 4: Three month rolling correlations between total returns in the GBI EM 
GD Index and 5 year US Treasuries has declined to zero over the past decade

The other reason to be less concerned about rising US treasury 
yields is that 3-month rolling correlations between yields 
on Emerging Markets bonds and US treasury yields are 
insignificantly different from zero. Rather than making local 
markets less attractive, this feature makes local currency bonds 
more attractive for any diversified investor, who wishes to retain 
exposure to fixed income securities at a time of gradually rising 
US treasury yields. 

The Fed is now committed to scaling back QE, so how will this 
impact Emerging Markets? In particular, will the diminishment of 
QE flows damage Emerging Markets? To answer this question 
we look at flows, leverage levels and pricing. On all three  
metrics we conclude that the HIDCs are more at risk from  
tighter liquidity conditions than Emerging Markets. 

Consider flows. The main worry here is that Emerging Markets 
have gorged themselves on easy money by issuing far too    
much debt. The table below shows the absolute increase (in 
millions of US Dollars) of local currency denominated  
government debt in developed and Emerging Markets in the 
period prior to and during QE, which began in 2008. As the  
chart clearly shows, the increase of government issuance  
during the QE era has been vastly more pronounced in the  
HIDCs than in Emerging Markets, whose issuance has  
remained broadly flat. 

Fig 5: Developed economies have increased issuance of Local Currency 
Debt sharply during the QE period compared to Emerging Markets

Moreover, Emerging Markets have grown faster than developed 
economies during the crisis period (about 15 times faster to be 
exact). This means that the amount of debt in their economies 
measured against the level of output has remained steady 
throughout the QE years. Indeed, Emerging Market fundamentals 
still look vastly stronger than fundamentals in the HIDCs. 
Emerging Markets control 80% of the world’s FX reserves. 
Emerging Markets external debt to GDP including inter-company 
loans is 19% of GDP compared to 271% of GDP in the HIDCs. 
Asia has at least twice as many reserves as short-term external 
debt obligations. 

Fig 6: Debt ratios have deteriorated sharply in developed markets, but 
remained stable in Emerging Markets

Finally, it is clear that QE flows went to HIDCs rather than 
Emerging Markets, because the relative prices have moved 
sharply in favour of the former since the crisis. The table below 
summarises the level of spreads in the main fixed income 
markets today compared to pre-crisis levels. Without exception, 
all Emerging Markets themes trade cheaper today than they did 
pre-crisis, despite everything we have learned about the relative 
strength of Emerging Markets and the weaknesses which have 
been exposed in the HIDCs. 

It is clear that Emerging Markets economies are already financing 
at much higher interest rates than HIDCs. This ultimately means 
that the very marginal increases in treasury yields, which are 
likely to occur over the next year or two will have much smaller 
percentage effects on borrowing costs in percentage terms in 
Emerging Markets than in the HIDCs.
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Misperception number 3

The Emerging Markets era is over 

The long-term case for investing in Emerging Markets is 
completely unaffected by June’s price action. The case for 
Emerging Markets boils down to two fundamental dynamics. 

First, Emerging Markets are going to continue to grow faster  
than developed economies for many decades to come on  
account of lower capital stocks. Buying Emerging Markets is  
to buy into a global convergence trade. The origin of this 
convergence trade is the end of the Cold War, which ushered  
in better economic policies across the developing world. The 
improvement in economic policies is now allowing Emerging 
Markets to realise the intrinsic growth potential they have by 
virtue of being less endowed with capital. This, the largest 
convergence process the world has ever seen, is still in its  
infancy. For example, China’s income per capita is only one  
tenth of that of the United States. Many African countries  
have incomes per capital one hundred times lower than the 
United States. 

Second, financial markets in Emerging Markets are going to 
become far too large to ignore. Institutional investors are 
massively under-invested. Moreover, the HIDC assets which 
dominate many institutional investors are unlikely to deliver  
the returns expected of them. We estimate that EM bond  
markets will reach USD30trn-45trn by the end of this  
decade, or 3-4.5 times larger than the size of the US  
treasury market. 

The outlook for Emerging Markets is not 
without risk, of course. There is idiosyncratic 
country risk in Emerging Markets, so active 
management remains very important. 

The outlook for Emerging Markets is not without risk of course. 
There is idiosyncratic country risk in Emerging Markets, so active 
management remains very important. The bigger challenge, 
however, arrives with the return of inflation in the HIDCs.

Emerging Markets will then once again face material currency 
appreciation pressures due to a falling Dollar. This will require  
that Emerging Markets transition to more domestic demand led 
growth, which in turn will require more focus on supply side 
reforms, infrastructure investment and developing domestic 
corporate bond markets. These are not easy adjustments to 
make. Some countries will fare better than others. Again,  
active management will be important.

Misperception number 4

Rate hikes are further away than the market thinks

The global rate environment is going to be more volatile than in 
recent years. This is not just because the Fed is conditioning the 
pace of tapering on incoming data, which itself is highly volatile 
(the recent revisions to US GDP are an excellent case in point).

The recent anomalous strong dominance of trend over volatility in 
US real rates now looks well and truly done with, while currency 
volatility still remains within recently established ranges, probably 
due to the absence of inflation. This absence of inflation is 
however, temporary in our view and currencies are likely also to 
become more volatile. 

Fig 7: Interest rate volatility has suddenly spiked after a period of 
pronounced trend with low volatility

A more volatile treasury market justifies shorter duration 
exposure, but it is not the same as directional shifts in the US 
yield curve. During June the US Treasury market not only priced 
in the end of QE, but also the start of rate hikes by Q1 2015, 
four hikes by July 2015 and a non-inflationary normalisation of 
monetary policy in the United States. We do not think this is  
how things will turn out. 

First, too many hikes are priced in too early. Tapering is being 
scaled back because it’s ineffective at the margin, not because 
the Fed wants to hike. The US economy is still not healthy 
enough to handle a rise in real rates. Unemployment is far above 
target amidst very low participation rates. Core PCE inflation is 
running at half of the Fed’s target of 2% and US Q1 GDP growth 
was recently revised from 3.5% to 1.8%, while Q2 growth is 
now tracking less than 1%. Sequestration is weighing on the 
US economy and housing demand, the economy’s sole engine 
of growth, is proving very sensitive to rising mortgage rates,   
judging by the recent fall in mortgage applications. 

110

120

100

90

130

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 20122011 2013
Years

Source: Bloomberg. 

80

70

1

2

0

-1

3

4

-2

-3

Real 5 year yield (left axis)
DXY (right axis)

ASRS | IC | 8-30-13 | #3 EM Forum | 10



5

Head Office

Ashmore Investment  
Management Limited
61 Aldwych, London  

WC2B 4AE

T: +44 (0)20 3077 6000

      @AshmoreEM

www.ashmoregroup.com

Other Locations

Beijing
T: +86 10 5764 2601

Bogota
T: +57 1 347 0649

Jakarta
T: +6221 2953 9000

Istanbul
T: +90 212 349 40 00

Moscow
T: +74 9566 04258

Mumbai
T: +91 22 6608 0000

New York
T: +1 212 661 0061

Sao Paulo
T: +55 11 3556 8900

Shanghai
T: +86 21 3855 6766

Singapore
T: +65 6580 8288

Tokyo
T: +81 03 6860 3777

Washington
T: +1 703 243 8800

Bloomberg Page
Ashmore <GO>

Fund Prices
www.ashmoregroup.com 

Bloomberg 

FT.com 

Reuters 

S&P 

Lipper

Contact

No part of this article may be reproduced in any form, or referred to in any other publication, without the written permission of Ashmore 

Investment Management Limited © 2013. 

Important information: This document is issued by Ashmore Investment Management Limited (Ashmore), which is authorised and regulated by the Financial Conduct Authority. The 
information and any opinions contained in this document have been compiled in good faith, but no representation or warranty, express or implied, is made as to accuracy, completeness 
or correctness. Save to the extent (if any) that exclusion of liability is prohibited by any applicable law or regulation, Ashmore, its officers, employees, representatives and agents 
expressly advise that they shall not be liable in any respect whatsoever for any loss or damage, whether direct, indirect, consequential or otherwise however arising (whether in 
negligence or otherwise) out of or in connection with the contents of or any omissions from this document. This document does not constitute an offer to sell, purchase, subscribe for or 
otherwise invest in Units of any Fund referred to above and is not intended to provide advice on the merits of investing in any particular Fund. The value of the Units may fall as well as 
rise and investors may not get back the amount originally invested. With the exception of the SICAV fund, Ashmore’s public Funds are only available to persons defined as Professional 
Clients and Eligible Counterparties under the rules of the Financial Conduct Authority of the United Kingdom. Prospective investors should obtain and review the Scheme Particulars or 
other offering documents relating to the Units or Shares of any Fund, including the description of risk factors/investment considerations contained in the Scheme Particulars or other 
offering documents, prior to making any decision to invest in such Units or Shares. The Funds are offshore and not regulated in the United Kingdom. Issued July 2013.

THE EMERGING VIEW  July 2013

Fig 8: US mortgage applications

 

 

Second, the long-end of the curve is too flat, meaning that the 
market is too complacent about inflation in medium term. The 
belly sold off far more in percentage terms than the long-end,  
a term structure that is consistent with non-inflationary 
normalisation of monetary policy. 

But we do not believe in a non-inflationary exit to the currency 
imbalances in the US economy. The reasoning starts with the 
premise that a sustainable US recovery requires a lower debt 
stock (currently total debt in the US economy is just under  
400% of GDP). Deep fiscal reform looks unlikely in both the 
Obama administration and during the first term of a new 
administration, so inflation and Dollar weakness will become  
the preferred  means of reducing the real debt stocks. This also 
has the distinct political advantage of sparing current votes  
from pain as the burden is passed to future generations via 
inflation and to foreigners via currency weakness. 

Fig 9: US yield curve shift

 

An inflation episode could begin at the start of the second half 
of this decade as household deleveraging reaches completion. 
Among the HIDCs, the US recovers first because it recapitalised 
the banks early. The Fed’s credibility obviously takes a hit – like 
it did under Chairmen Miller and Burns – but once the real debt 
stock has been inflated down to a more manageable size the Fed 
can easily restore its credibility by appointing a Volcker II to crush 
inflation. After this treatment the US economy will emerge  
super-competitive due to a weaker Dollar, economically stronger 
due to lower debt and without inflation.
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A Bounce Or Bottom?

Periodical  F The rebound attempt in EM stocks 

and other risk assets is unlikely to 

be sustainable.

 F EM economies have become large 

enough to matter for global growth 

and, contrary to consensus views, 

the continued worsening in their 

domestic demand will weigh on 

global trade. 

 F The odds are that the bottom in 

EM risk assets will occur when the 

shock originating from EM financial 

markets causes at least a correc-

tion in G7 stocks and a meaningful 

drop in G7 bond yields. 

 F Interest rates will continue to be 

cut in both Mexico and Poland. 

Continue receiving 5-year swap 

rates in both markets.
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CHART 1

Chinese Capex Is As Large As The U.S.'s
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E
merging market (EM) risk assets are in the throes of an attempted rebound. The ques-

tion du jour is whether we have seen a major bottom in EM risk assets or whether the 

latest rebound is a temporary bounce that will be followed by another major downleg. 

At the moment, investor sentiment on EM has deteriorated, prompting the question of 

whether EM stocks are a buy from a contrarian perspective. Specifically, the BofA Merrill 

Lynch Fund Manager Survey for July documented a considerable deterioration in global 
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investor sentiment toward the EM/China growth 

outlook, and consistently EM equities. Such 

downbeat sentiment is captured in the follow-

ing excerpt from the survey: 

“A net 44 percent now view EM countries as 

offering the worst outlook for corporate earn-

ings of any region – the most negative level 

yet recorded in the survey... A net 18 percent 

of fund managers are now underweight EM 

equities, down from a net overweight just two 

months ago and the lowest level recorded in 

the survey since 2001.”

It seems that investors have bought into the 

story of EM underperformance versus the G7 

(the EM relative call), but they are still not wor-

ried about EM/China’s impact on global growth. 

The same BofA Merrill Lynch survey states that 

a net 52% of respondents expect global growth 

to strengthen. 

In our view, a potential heightening of concerns 

about an EM growth slump on the rest of the world will likely be the last shoe to drop in the EM 

bearish story and could signify the final capitulation/liquidation phase in EM risk markets. 

All in all, BCA’s Emerging Markets Strategy (EMS) service remains of the opinion that EM risk assets 

are now experiencing a temporary and unsustainable bounce, and that their risk/reward is unfavorable.

Non-Consensus View Is Now EM’s Impact On Rest Of The World
Although poor fundamentals and decelerating growth in a number of large EM economies have 

become a widely shared consensus among investors, the market consensus is still very sanguine 

about the developing nations’ impact on the rest of the world. 

Hence, it appears that many investors believe that the EM/China growth slump will by and large be 

contained within their economies and will not affect global growth and global equities. 

BCA’s Emerging Markets Strategy team believes that the last downleg in EM risk markets will likely 

occur amid heightening concerns about EM’s negative impact on global growth. The reason is that 

EM growth will continue to slump, and EM’s share of the world economy has become large enough 

to matter:

It seems that 
investors 
have bought 
into the 
story of EM 
underperfor-
mance  
versus the 
G7, but  
they are  
still not  
worried 
about EM/
China’s 
impact 
on global 
growth. 

CHART 2

EM Capex Excluding China  
Will Likely Contract
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 F EM profit growth remains extremely poor. 

This entails less capital expenditure and 

even some labor layoffs. As a result, EM 

domestic demand will disappoint.

 F Chinese capital spending, the most vul-

nerable part of its economy, has become 

very large and important for the world, 

accounting for 17.5% of global capex and 

about 4.5% of global GDP in real terms 

(Chart 1). That is almost as large as U.S. 

investment.

 F Investment spending in other developing 

economies will likely contract, as their 

external funding deteriorates and depre-

ciating currencies make imported capital 

goods more expensive (Chart 2). 

 In the meantime, some EM central banks 

have started to hike interest rates or sell 

their U.S. dollar holdings from their in-

ternational reserves to prevent a major 

currency collapse. 

 The outcome is tightening liquidity condi-

tions and eventually weakening bank credit 

in these countries. The ensuing credit 

deceleration will weigh on both capital 

spending and credit-sensitive household 

purchases.

 F EM countries’ real GDP now constitutes 

30% of global real GDP, a share as large 

as that of the U.S. (Chart 3, top panel).

 Capital expenditures and consumer spending in EM economies have risen dramatically in im-

portance, and now account for 9% and 15% of world GDP respectively in real terms (Chart 3, 
bottom panel). 

 F Finally, developing countries’ imports account for about 40% of global imports (Chart 4).

CHART 3

EM And U.S. Economies Are  
Equally Large In Real Terms
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Bottom Line: EM economies have become 

large enough to matter for global growth, and 

contrary to consensus views the continued 

worsening in their domestic demand will weigh 

on global trade. 

EM And S&P 500 Decoupling:  
Lessons From The 1997-98 EM Crash
The decoupling between EM/Chinese stocks 

and the S&P 500/developed markets has been 

quite remarkable. There aren’t many examples 

of a genuine bear market in EM stocks driven by domestic fundamentals that we can examine to 

illustrate the impact on G7 markets. 

The 1997-98 Asian/EM crises is probably the only episode that approximates the current dynam-

ics to a certain extent. Even then, the current turmoil and potential adjustment in EM/China likely 

won’t play out in similar fashion to what occurred among Asian and other EM economies in the late 

1990s. We discussed the potential adjustment path for China in detail in a Special Report last week.1

CHART 4

EM Imports Are Vital To Global Trade
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CHART 5

Asian Stocks Were In A Roller-Coaster  
Downtrend Before The 1997 Crash
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1 Please refer Emerging Markets Strategy Special Report "A Roadmap For China's Adjustment", dated July 17, 2013  

link available on page 18.
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The following are historical observations and a chronology of events for the 1997-’98 Asian/EM 

financial crises: 

 F The Asian crisis commenced with the devaluation of the Thai baht in July 1997, with Korea, Malay-

sia, Indonesia and other emerging Asian countries being sucked into the crisis by the fall of 1997.

 F However, it is important to realize that emerging Asian share prices peaked in late 1993, almost 

four years before the currency crisis began (Chart 5, top panel). 

 Notably, Chinese shares prices also peaked exactly four years ago in 2009 and have been in 

a roller-coaster downtrend since, much like emerging Asian equity markets before the crisis 

erupted in the summer/fall of 1997 (Chart 5, bottom panel).

 F Even though emerging Asian equity markets had plummeted by 60% in U.S. dollar terms by 

early January 1998, Latin American stock markets were only down by 25% during the same 

period of time (Chart 6).

 This resembles the current divergence between the BRIC equity markets on one hand and some 

other still-buoyant bourses in ASEAN and Mexico on the other.

 F Despite the collapse in emerging Asian financial markets in 1997-98, the S&P 500 was literally 

surging all the way to making new highs right up to July 1998 (Chart 7). Back then, like today, 

CHART 6

Latam And Emerging Asian Stocks  
In The 1990s
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CHART 7

Emerging Asia’s Contagion To S&P 500 
Marked The 1998 Bottom In EM Stocks
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investors were selling EM stocks and rotating 

into American shares, pushing the latter to 

new highs.

 In fact, the market consensus in 1997-‘98 

was that the emerging Asian crisis would 

be contained and there would be no impact 

on global bourses .

 F Eventually, the Asia/EM crises hit the U.S. 

equity market in the third quarter of 1998, 

but the channel of transmission and triggers 

were impossible to forecast beforehand. 

 It is essential to note that commodity prices 

were falling in tandem with emerging Asian 

stocks (Chart 8). Falling resource prices 

and Russia’s poor domestic fundamentals 

resulted in the country defaulting on its 

debt and massively devaluing the ruble in 

summer 1998.

 Then, it became evident that hedge fund 

Long Term Capital Management was insolvent due to its bets against Russia’s default. The news 

triggered panic on Wall Street, with a major selloff in U.S. stocks. The S&P 500 dropped by 

20% and the NASDAQ dived by 30%. 

 The Federal Reserve was forced to cut interest rates three times in the fall of 1998 and provide 

liquidity to stabilize the financial system and the U.S. equity market. 

 Interestingly, the U.S. economy was booming throughout and never faltered much (Chart 9, top 

panel). Despite this, America’s equity market ultimately took a sizeable hit and U.S. Treasury 

yields plummeted along with the deflationary shock stemming from the developing world (Chart 
9, bottom panel).

 F In a nutshell, the final chapter of the Asian/EM crises in 1997-‘98 was marked by the contagion 

spreading from EM markets to the G7, which also denoted the bottom in EM financial markets.

 One lesson to take away is that financial markets can diverge from a crisis-hit spot for quite 

some time and only be affected during the final lapse of a crisis selloff.

To be sure, we are not implying that EM asset prices will collapse as much as they did during the 

Asian/EM crises in 1997-98. 

CHART 8

Emerging Asian Stocks And Commodity 
Prices Were Very Correlated
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However, the importance of EM to global growth 

today is much higher than it was 15 years ago 

(see Charts 1 to 4). Hence, the ongoing slump 

within EM economies will have a non-negligible 

impact on global growth, which at some point 

will have to be reflected in global share prices 

and bond yields. That said, like in 1997-98, 

the timing of the impact and exact trigger is 

impossible to forecast.

Bottom Line: The odds are that the bottom 

in EM risk assets will occur when the shock 

originating from EM financial markets causes 

at least a correction in G7 stocks. In turn, the 

deflationary shock emanating from developing 

economies will likely push down G7 bond yields 

in the months ahead. 

For now, stay put on EM stocks, credit markets 

as well as their currencies and continue to un-

derweight them versus their U.S. counterparts.

Looking For Signs Of A Typical  
Bottom In EM 
The adjustment in BRIC share prices is ad-

vanced. Nevertheless, it will likely take further 

declines in EM share prices and capitulation/

liquidation to produce an ultimate bottom in 

this cycle.

 F IPO activity in EM and China has plunged 

but it is not yet back to its historic lows 

(Chart 10). Given that EM’s current funda-

mentals are worse than they were in 2008 

and 2002, it is reasonable to expect EM IPO activity to drop to its previous lows before a major 

bottom transpires.

 F The relative performance of Chinese H shares and EM stocks against the global equity bench-

mark has not yet dropped to its 2008 lows (Chart 11). Fundamentals in EM in general and 

China in particular relative to the G7 are much worse now than they were at the bottom of the 

Stay put on 
EM stocks, 
credit  
markets as 
well as their 
currencies 
and continue 
to under-
weight them 
versus their 
U.S. counter-
parts.

CHART 9

Asian Crisis Depressed U.S. Bond Yields  
Even Though U.S. Economy Was Booming
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Although U.S. growth 
was booming...

...U.S. bond yields fell 
with EM stocks
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2008 crisis. Hence, it is fair to expect EM and China’s relative equity performance against the 

global stock index to break below its 2008 lows.

 F Durable bottoms in EM stocks typical occur when global growth sentiment is low and global 

investors are bearish on risk assets. This is presently not the case. In fact, the U.S. equity-

to-bond sentiment ratio is elevated, as shown in Chart 12. It would be atypical for EM stocks 

to bottom now. 

CHART 10

EM’s And China’s IPOs:  
Still Above Previous Lows
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CHART 11

EM’s And China’s Relative Equity Performance:  
More Downside?

.2

.20

.1

.10

2000 2002 2004 2006 2008 2010 2012 2014

.2

.20

.1

.10

.

.0

2.

2.0

1.

.

.0

2.

2.0

1.

*SHO N IN US  TERMS; SOURCE: MSCI Inc.
(SEE COPYRIGHT DECLARATION)

RELATI E TO GOLBAL STOCK PRICES*:

EMERGING MARKETS

CHINA

© BCA Research 2013

IPO activity 
in EM and 
China has 
plunged 
but it is not 
yet back to 
its historic 
lows.

ASRS | IC | 8-30-13 | #3 EM Forum | 19



EMERGING MARKETS STRATEGY - WEEKLY REPORT  JULY 24, 2013    

9

BCA RESEARCH INC.

CHART 12

If EM Stocks Bottom Now,  
It Would Be Very Atypical
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 F Meanwhile, the more healthy equity mar-

kets such as Mexico and ASEAN indexes are 

still expensive and overbought. In addition, 

investors’ holdings of EM sovereign and 

corporate bonds as well as local currency 

bonds are all still very elevated. 

 All of this suggests that there has not yet 

been complete capitulation in EM markets. 

Given our view that the EM downtrend is 

fundamental in nature and justified, it 

would be strange if a major bottom in EM 

occurs without more extensive liquidation 

in EM risk assets.

Bottom Line: We doubt that EM share prices 

and other EM risk markets have reached their 

bottom in both absolute and relative terms. 

Arthur Budaghyan, Managing Editor 

arthurb@bcaresearch.com

There has 
not yet been 
complete  
capitulation 
in EM  
markets.
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Poland’s Rate Cut Cycle Is Not Over

T
he Polish central bank cut interest rate 

by another 25 basis points on July 3 and 

stated that the easing cycle is over. We strongly 

doubt this and continue to bet on a resumption 

of rate cuts for the following reasons:

 F Manufacturing production growth has lately 

stabilized but, based on a 3-month moving 

average, is still below zero (Chart 1, top 

panel). 

 A sustainable growth recovery in Poland 

is unlikely as domestic demand is set to 

weaken further and exports will stagnate.

 F The government has scrapped a budget 

rule that precluded public debt from rising 

above 50% of GDP. This still entails fiscal 

tightening, albeit to a lesser extent than 

was expected. In short, it does not mean 

fiscal stimulus.

 The Ministry of Finance still expects govern-

ment revenues to fall short of projections 

by PLN25 billion. This will be made up by 

new government borrowing of PLN16 bil-

lion and by government expenditure cuts 

amounting to about PLN9 billion. Overall, 

government spending will drop further, 

depressing growth (Chart 1, bottom panel).

 F Retail sales are unlikely to recover as in-

come growth will be extremely subdued and 

could even contract. Private employment is 

contracting and wage growth is at a record 

low (Chart 2). As public expenditures are slashed further, public sector employment will shrink.

 F House prices are deflating and housing construction permits are plummeting (Chart 3). Household 

borrowing growth has also stalled (Chart 3, bottom panel)

CHART 1

Polish Manufacturing:  
More Than Inventory Cycle?
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CHART 2 

Consumer Income  
And Spending Are Lackluster

CHART 3

House Prices  
And Construction Are Falling
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 F Meanwhile, investment spending is contracting (Chart 4) and corporate credit is barely expand-

ing. With further fiscal spending cuts and the lack of a consumer spending recovery, corporate 

investment will not pick up meaningfully.

 F Importantly, inflation has fallen to an all-time low; with the core CPI and trimmed-mean CPI 

rates having dropped to a mere 1%, deflation is a real threat (Chart 5).
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CHART 4

Capital Spending Is Weak
CHART 5

Poland: Deflation Is A Real Threat
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 F Finally, the trade and current account balances have lately moved from deficits to surpluses, a 

sign of rising national savings. The latter in turn creates room for lower interest rates.

 Besides, the external surpluses bode well for the currency too, and a relatively firm zloty will 

open the door for renewed policy rate cuts.

Bottom Line: Continue to receive 5-year swap rates in Poland. The zloty has been among our short 

candidates but our conviction level has diminished along with the sharply improved current account. 

We will be looking to close this trade on the zloty selloff along with other EM currencies.

In the meantime, dedicated equity investors should continue to overweight Polish stocks within an 

EM equity portfolio. The main reason is that Polish equities have massively underperformed the EM 

benchmark since 2005 and are bombed out. There is a chance of mean-reversion.

Continue 
to receive 
5-year swap 
rate in  
Poland; 
dedicated 
equity  
investors 
should  
continue to 
overweight 
Polish stocks 
within an 
EM equity 
portfolio.
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Mexico: Fiscally Straightjacketed, Monetary Easing Needed

CHART 1

Mexico: Fiscal Squeeze And  
Weak Remittances

M
exican economic growth is slumping in 

spite of the recovery in the U.S. One of the 

main reasons is fiscal tightening. Government 

expenditures are contracting even in nominal 

terms (Chart 1, top panel). This, along with weak 

remittance inflows (Chart 1, bottom panel) has 

led to a marked slowdown in the Mexican busi-

ness cycle:

 F Retail sales and same store sales growth 

have stalled (Chart 2). Notably, the weak-

ness is concentrated in income-sensitive 

spending rather than credit-financed du-

rables purchases. This is consistent with 

weak employment income growth, as both 

employment and wage growth are mediocre 

(Chart 2, bottom panel)
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 F Capital spending growth has also ground to 

a halt (Chart 3). 

 The government has announced a 4 trillion 

peso (US$315 billion) National Infrastruc-

ture Plan for the next 6 years, to be funded 

by both the public and private sectors. 

Nevertheless, it remains to be seen how 

it will be financed and executed. Often, in 

developing countries, such plans are only 

to be diluted or not executed in full.

 F The weakness is broad-based across various 

manufacturing and export sectors (Chart 4).

 F The core inflation rate has fallen to an all-

time low (Chart 5).

 F Finally, reflecting the weakness in the 

economy as well as low inflation, narrow 
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and broad money growth have been falling. 

Household and corporate credit growth is 

slowing too (Chart 6).

Overall, the economy is in need of stimulus. 

Fiscal policy cannot be meaningfully eased 

because of the Fiscal Responsibility Law, 

which stipulates that the overall position of the 

public sector, excluding PEMEX’s investment, 

should be balanced. Hence, monetary easing 

is needed. This reinforces our call to continue 

receiving Mexican 5-year swap rates.

We are reluctant to buy Mexican government 

bonds in local currency terms because of the 

currency risk. Even though the peso is cheap 

and fundamentally sound, foreign investors’ 

positioning in the currency is still elevated. 

Foreigners hold US$140 billion of local-cur-

rency bonds, or 36% of the total outstanding. 

As such, any renewed risk aversion will likely 

rekindle downward pressure on the peso.

Finally, we reiterate our neutral stance on Mexican stocks within an EM equity portfolio. Sound 

fundamentals and reforms are offset by expensive valuations and hefty positioning.

Bottom Line: Continue to receive 5-year swap rates in Mexico.
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Money And Credit Growth Are Decelerating
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In A Dangerous Phase Of  
The Bear Market?

Periodical  F Emerging market risk assets are probably in a dangerous phase of the bear market. 

 F Our analysis to date continues to affirm that a bottom in EM risk assets is not yet in place.

 F In China, lingering financial tensions argue for further growth disappointments.

 F In Korea, stay short the won versus the U.S. dollar and continue to receive 5-year swap 

rates. The risks to the KOSPI are skewed to the downside.

 F In Chile, continue shorting the peso and receiving local rates. The Chilean equity 

market’s underperformance versus the EM benchmark is late.
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CHART 1

EM Stocks In Absolute Terms: The Last And Previous Bull Markets
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I
t is becoming apparent that the 2000s secular bull market in emerging market (EM) stocks is 

over. How will the end of the cycle play out, with a whimper or a bang?

Identifying a major bottom or top in share prices as well as the speed and path of adjustment is an 

art rather than a science. We at BCA try to get major themes right, which in turn helps us gauge 

major financial market trends. 

At the moment, it is impossible to know how the EM downtrend will end but BCA’s Emerging 
Markets Strategy team remains convinced that the EM bear market isn’t over, either in absolute or 

relative terms.

The deterioration in BRIC countries’ fundamentals as well as the peak in commodity prices has 

become widely known and by and large accepted themes by the investment community. Consistently, 

the trend of EM underperformance has been established. 

As such, the issue that investors currently face is whether EM stocks are a buy from a contrarian 

perspective. 

In our view, chances are that EM stocks and other risk assets are in a final but very dangerous 

phase of the bear market:

 F The previous secular bull market in EM stocks lasted 12 years, from 1982 to 1994, with prices 

in U.S. dollar terms rising by 8-fold after adjusted for inflation (Chart 1 on page 1). 
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CHART 2

EM Equities Relative To Global: A Cycle-On-Cycle Comparison
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 The recent secular bull run in EM share prices commenced in 1998, and the EM benchmark 

peaked in 2010-11. The duration of this bull market was also about 12 years, even though the 

magnitude of price appreciation was much smaller.

 No bull or bear market takes the exact same path and history does not repeat itself, but it 

rhymes. Based on this cycle-on-cycle comparison, EM share prices might be in the most dan-

gerous phrase of the bear market.

 F The key reason why the EM equity bull market of 1982-94 was larger in magnitude than the 

recent bull run had to do not with EM particularities but with the trend in global share prices. 

 Chart 2 on page 2 shows that the 1998-2010 EM equity outperformance versus the global 

stock index matched the one from 1982-98 both in duration and magnitude. In other words, 

the 1982-94 EM rally from was larger in absolute terms only because global equity markets 

did much better in that period than in 1998 to 2010. 

 Remarkably, the relative performance of the latest secular EM outperformance and the ensuing 

downtrend follow the previous ones very closely (Chart 2). 

 That said, we do not imply that the ongoing EM underperformance will continue and match the 

1994-98 one both in duration and magnitude. The odds are that the current downtrend will be 

somewhat milder. Nevertheless, our recommended strategy is to avoid catching a falling knife 

for now.

 F The 2011 peak in commodity prices resembled a classic top, with investor sentiment super 

bullish, demand driven by an unsustainable credit boom in China, commodity producers ramping 

up capital expenditures and major commodity players such as Glencore – the largest commodi-

ties trader – going public. Such major peaks are usually followed by extended and pervasive 

bear markets. 

 Although precious and industrial metals prices have already stumbled, oil prices remain locked 

in a trading range. It would be unusual if the bear market in the commodity complex ends 

without capitulation/liquidation in the oil market. 

 As we argued in our July 9 Weekly Report,1 historical evidence suggests that gold prices often 

lead oil prices, and the odds of a breakdown in the oil market are rising. Such a breakdown, when 

it transpires, will probably coincide with further downside/underperformance in EM risk assets. 

 F The average investor is now underweight EM equities within a global equity portfolio, but our 

sense is that investors are not bearish on EM stocks’ absolute performance. The surprise will 

be that not only does EM underperform the G7 further, but EM share prices also break down 

in absolute terms. 

1 Please refer to the Emerging Markets Strategy Weekly Report, dated July 9, 2013, link is available on page 20.
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 In fact, the silver-gold ratio has been correlated with EM stocks, and it still points to a potential 

crash in EM share prices (Chart 3). 

 F Liquidity and credit conditions continue to tighten in China, as discussed in the section below. 

Share prices perform most poorly when liquidity settings are deteriorating amid slumping growth. 

Hence, China’s liquidity/credit cycle is still bearish for EM risk assets.

 F Worsening fundamentals and a deteriorating growth outlook among the BRIC countries has 

become widely known. However, investors are still sanguine about the growth outlook for non-

BRIC emerging economies. 

 The odds are that, at the end of an EM bear market, investor sentiment toward the majority of 

developing economies will deteriorate and intra-market correlation will rise. 

 Currently, non-BRIC EM share prices are still elevated but might be topping out versus the 

BRIC bourses (Chart 4). This could be a sign of a major reversal in non-BRIC markets, which 

are overbought with most of them being expensive. Hence, a downleg in their share prices is a 

non-trivial probability.
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Good news 
from the 
U.S. and 
Europe will 
not prevent 
the down-
trend in the 
EM.
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EM Domestic Demand Is Weak
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 F Finally, considerable damage to asset prices 

often occurs when the market is oversold. 

Conversely, substantial price appreciation 

sometimes takes place when the market is 

overbought, an example being U.S. equities 

in the past 12 months. 

 Such patterns occur because slow money 

often chases established market trends. We 

could be at the final bear-market phase in 

EM financial markets where slow money 

capitulates, producing a further selloff. 

 Besides, investor holdings of EM sovereign 

and corporate debt are high, and their expo-

sure to EM currencies is quite considerable. 

As EM's poor fundamentals continue to be 

revealed, this could result in a capitulation/

liquidation selloff in EM risk assets.

A natural question at the moment is: Won’t the 

U.S. economic recovery and signs of stabiliza-

tion in the euro area help EM risk assets? We 

do not think so, at least not enough to arrest 

the downside.

Although the U.S. economy is recovering and 

European economic data have stabilized, growth 

conditions in the developing countries continue 

to deteriorate. EM import growth is relapsing 

anew, weighing on global trade (Chart 5, top 

panel). Furthermore, weakness in EM domestic 

demand is broadening, as evidenced by a major 

slump in retail sales in both Brazil and Mexico 

(Chart 5, middle and bottom panels).

Importantly, the share of the U.S. and Europe 

in the world economy has declined substantially 

in the past 12 years and their importance for 

EM growth has diminished. 

Weaker 
than 2008

In fact,  
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could be a 
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volatility  
for global 
markets.
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Investors 
should stay 
put and 
continue to 
underweight 
EM risk  
assets versus  
their U.S. 
counterparts.
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EM Stocks And U.S. Housing Have Not  
Been Correlated Since Early 2009
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Furthermore, the lingering depression in U.S. 

housing in 2009 did not preclude EM risk as-

sets from going ballistic: EM stocks, currencies 

and credit markets staged a massive rally when 

U.S. home prices were deflating and residential 

construction and mortgage purchase applica-

tions were at depression levels (Chart 6). 

America’s housing market is now recovering, 

and will likely continue to do so. However, the 

recovery is unlikely to preclude a further down-

leg in EM risk assets, just as their enduring 

downtrend did not hinder the EM bull market 

in 2009-10.

Besides, at the moment, investors should be 

differentiating their U.S. strategy from the U.S. 

economic view. The U.S. recovery is a widely 

accepted consensus while domestically oriented 

stocks are overbought and their valuations are 

no longer attractive. Hence the S&P 500 could 

experience a setback even without major bad 

news out of the U.S. economy. In fact, EM/China 

could be a source of volatility for global markets.

Bottom Line: BCA’s Emerging Markets Strategy 
team believes the downside in both relative 

and absolute EM performance is still material. 

Investors should stay put and continue to 

underweight EM risk assets versus their U.S. 

counterparts.

More Signposts That Are  
Inconsistent With A Major  
Bottom
In last week’s report,2 we noted that there are 

currently a number of signs that are atypical 

of a major bottom in EM bear markets such as 

2 Please refer to the Emerging Markets Strategy Weekly Report, dated July 24, 2013, link is available on page 20.
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EM equity 
valuations 
are in fact 
not cheap.
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EM Equities Are Not Cheap
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not-so-depressed IPOs, elevated global growth 

sentiment and others. 

Below are more signposts that are inconsistent 

with a major bottom in EM risk assets in general 

and stocks in particular:

 F At the bottom, one would expect EM share 

price valuations to become reasonably 

cheap. However, EM equity valuations are in 

fact not cheap. Even though overall equity 

valuation ratios have compressed, excluding 

commodity stocks (energy and materials), 

equity valuations are still elevated. 

 For example, the 15% trimmed mean 

equity valuation ratios are close to their 

historic mean (Chart 7). Meanwhile, the 

median trailing price-to-cash earnings ratio 

of 47 EM industry groups is rather elevated 

(Chart 8).

 F EM corporate earnings have been stagnant/

contracting over the past two years, and we 

expect analysts’ expectations for forward 

earnings growth to drop at least to zero 

before a sustainable bottom in EM share 

prices takes place.

 This is not the case now. Analysts still 

expect EM corporate earnings to grow by 

12% in the next 12 months. This does not 

portray negative sentiment or prevailing 

pessimism. 

 F After the very dismal performance of EM 

stocks in both absolute and relative terms, 

it would be strange if the EM bear market 

ended without retail investors panicking 

and withdrawing their money from EM 

mutual funds. 

Mean

Mean

Mean

Analysts still 
expect EM  
corporate 
earnings 
to grow by 
12% in  
the next  
12 months.
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It would 
be strange 
if the EM 
bear market 
ended  
without 
retail  
investors  
withdrawing 
their money 
from EM  
mutual 
funds. 

 U.S. households’ net purchases of EM mutual funds have been strong, and so far we have not 

seen any redemptions by U.S. retail investors (Chart 9). When such redemptions take place, 

the ensuing liquidation will eventually mark a bottom at some point. This has not yet occurred.

 F After China’s massive credit binge of the past few years, some debtors will likely go belly up 

and Chinese banks’ earnings are set to contract materially. Nevertheless, Chinese banks have so 

far been reporting double-digit profit growth and there have been no major defaults on Chinese 

onshore and offshore corporate bonds or the failure of a trust company. It will be very unusual 

for this EM bear market to end without these.

 As China’s banks start to acknowledge NPLs, their profits will contract, their share prices will 

slide further and the contagion from China will likely spread to other EM bourses. Similarly, a 

corporate bond market default or failure of a shaky trust company in China is a rising possibility, 

and EM markets will sell off materially on such news.

 F Finally, following June’s selloff, U.S. share prices have recovered to new highs, but EM stocks, 

currencies and credit markets have continued to languish (Chart 10). Hence, EM risk assets 

have failed to perform well following the May-June carnage. This is not typical of a market that 

is bottoming following a major downleg. 
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Chinese 
domestic 
(on-shore) 
corporate 
bond yields 
have drifted 
higher in  
the past 
month. 

Bottom Line: A number of observations lead 

us to believe that a bottom in EM risk assets 

– equities, currencies and credit markets – is 

not yet in place. Therefore, we recommend that 

investors avoid bottom finishing.

China: Financial Tensions  
Are Lingering
China’s credit/debt overhang and its policy 

direction remain of paramount importance to 

the country’s growth prospects as well as to 

commodities and EM asset prices. 

We have the following observations on the re-

cent dynamics in China:

 F Although short-term interbank rates have 

come down in the past month, long-term 

swap rates have risen (Chart 11). 

 Given that Chinese economic data have 

been weak, the only reason why long-term 

swap rates (based on the 7-day repo rate)

have risen is expectations of liquidity 

shortages or escalating credit risk in the 

interbank market. Neither bode well for 

the stability of financial system and the 

economy.

 F Chinese domestic (on-shore) corporate 

bond yields have drifted higher in the past 

month, and corporate bond issuance has 

plummeted. 

 This will depress non-bank credit growth, 

which until very recently has boomed 

(Chart 12), depressing capital spending. 

 F Mini-stimulus measures that the Chinese 

government has been rolling out will provide 

support for small businesses and exporters 
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EM Currencies And Credit Markets  
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CHART 12

China’s Credit Growth Is Set  
To Decelerate Markedly

16

20

24

28

2

6

2004 2006 2008 2010 2012 2014

18

16

14

12

10

 8

CHINA:
NON-PUBLIC CREDIT GRO TH* (LS)
INDUSTRIAL PRODUCTION GRO TH** (RS)

Ann
C

Ann
C

*CUMULATI E TOTAL SOCIAL INANCING MINUS E UITY ISSUANCE BY
NON- INANCIAL CORPORATIONS
**SHO N AS A 6-MONTH MO ING A ERAGE

© BCA Research 2013

but will not reverse the downtrend in 

capital spending. The latter is the most 

crucial element for China plays globally, 

such as resource companies and industri-

als as well as emerging economies.

 With regard to capital expenditures, last 

week the government issued a ban on 

construction of any type of government 

buildings for the next five years. First, 

this shows that the current leadership 

has acknowledged the existing excesses 

in the economy. Second, the new leaders 

are committed to “the short-term pain, 

long-term gain” scenario as we discussed 

in detail in our past reports.3

CHART 11

China’s Interbank Liquidity:  
Beware Of Enduring Vulnerability
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...liquidity  
tensions lingering

But...

Although 
China's 
short-term 
interbank 
rates have 
come down 
in the past 
month,  
long-term 
swap rates 
have risen.

3 Please refer to Emerging Markets Strategy Special Reports dated June 11 2012 and January 8, 2013 available at  

www.bcaresearch.com
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Overall, the new government is serious about reining in excesses of the previous years and for now 

it will not engage in any considerable stimulus program to boost investment expenditures. 

In the meantime, cracks are emerging in China’s financial system and liquidity tensions might 

continue to escalate. This entails that credit growth will slump, weighing on capital spending. This 

is a crucial factor to our bearish outlook for commodities and our expectations of a further drop in 

EM risk assets.

Arthur Budaghyan, Managing Editor 

arthurb@bcaresearch.com

Cracks are 
emerging 
in China’s 
financial 
system and 
liquidity  
tensions 
might 
continue to 
escalate. 
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Korea: Growth Recovery? Do Not Hold Your BreathForward-
looking 
business  
surveys 
paint a 
downbeat 
picture in 
Korea.

W
hile Korea’s second-quarter GDP growth was decent, its economic outlook remains poor and 

the risk/reward for the KOSPI is unattractive:

 F The 2nd quarter GDP was primarily boosted by government spending. Importantly, household 

consumption and the private sector’s fixed investment were rather lackluster.

 To be sure, the government has plenty of room to undertake fiscal stimulus, but we do not see 

signs of a genuine recovery within the private sector at the moment.

 F Forward-looking business surveys also paint a downbeat picture: Expectations for new orders 

and sales in both manufacturing and non-manufacturing businesses are weak and turning down 

anew (Chart 1).

 F The capacity utilization rate is low and falling. Consistently, private sector capital spending is 

depressed.

 F Housing prices are deflating and consumer demand growth has stalled (Chart 2).

 F A continued downtrend in the Japanese yen will inflict economic pain on Korea materially. 

Table 1 ranks export similarity with Japan. Korea has the second highest export similarity 

with Japan, only next to Germany.
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Korea has 
the second 
highest 
export 
similarity 
with Japan, 
only next to 
Germany.

 Given that exports account for roughly 50% of Korea’s GDP, any decline in the nation’s export 

market share will represent a material drag on growth.

 F Furthermore, Korea is very exposed to worsening demand in EM, especially commodity-producing 

countries. In fact, China and commodity-producing countries are the largest export markets for 

Korea, accounting for 26% and 18%, respectively, of Korean exports. In comparison, the U.S. 

and Europe combined absorb only 20% of Korean exports.

 F Given growing risks of deflation, the central bank will likely cut rates further. Nevertheless, lower 

interest rates might not be very powerful in lifting growth as credit penetration in the economy 

is already very high. The total indebtedness excluding the central government is about 200% 

of GDP.

 F In addition, the KOSPI’s valuations are not particularly cheap. Chart 3 show that the 15%-trimmed 

mean trailing P/E ratio for 28 industry groups stands at 16.5, close to its highs of 2007 (Chart 3).

 F Technically, the KOSPI’s uptrend has been broken (Chart 4) and the latest bounce will likely 

prove to be unsustainable.

TABLE 1

Export Similarity With Japan

Country
Export Similarity Index  

With Japan

Korea

U.S.

U.K.

CHART 3

Korea: Median P/E Ratio For Stocks
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SOURCE: IMF WORKING PAPER, CHANGING PATTERNS OF GLOBAL TRADE, JUNE 15, 2011 
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CHART 4

The KOSPI: The Bull Market Is Broken
Bottom Line: Stay short the Korean won versus 

the U.S. dollar and continue to receive 5-year 

swap rates. The risks to the KOSPI are skewed 

to the downside. 

For dedicated EM equity investors, sector 

discrimination is the key. Investors should 

continue to overweight Korean technology and 

banks within an EM equity portfolio, under-

weight industrials, materials and auto stocks 

and stay neutral on the rest of the market.
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Breakdown

Stay short 
the Korean 
won versus 
the U.S. 
dollar and 
continue 
to receive 
5-year swap 
rates.
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T
he Chilean equity market has underper-

formed the EM benchmark since July 2012. 

We upgraded this bourse on January 22, 2013 

but this trade has not played out so far. 

However, the odds are that the underperfor-

mance in Chilean share prices versus the EM 

benchmark is advanced. Hence, we reiterate 

our overweight stance for dedicated EM inves-

tors although we are not bullish on the markets’ 

absolute performance:

 F Unlike in many other emerging markets, 

Chile’s local bond yields dropped rather 

than rose during the May-June carnage in 

EM financial markets (Chart 1, top panel). 

The reason is that a weak peso will not 

trigger central bank tightening, especially 

if it occurs amid falling copper prices and 

weaker domestic growth, as we expect.

 On the contrary, Chile’s central bank will 

start cutting rates, which will mitigate 

the negative deflationary shock that this 

economy will experience from falling com-

modity prices. 

 In short, amid turmoil in EM overall, the 

potential for Chile to drop interest rates 

stands in stark contrast with forced inter-

est rate hikes in some other EM countries. 

Such a favorable trend in relative interest 

rates favors Chilean equity outperformance 

(Chart 1, bottom panel).

 F The Chilean bourse is very interest-rate sensitive as financials, consumer discretionary, telecom 

and utilities account for 56% of its market cap. Lower interest rates will boost the appeal of 

these high dividend sectors leading to Chilean equity outperformance against the EM equity 

benchmark.

Chile: Feeling The Drag From Commodities And Political NoiseThe potential 
for Chile to 
drop interest 
rates stands 
in stark 
contrast  
with forced 
interest rate 
hikes in 
some other 
EM countries. 

CHART 1

Chile Versus EM: Domestic Bond Yield
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Chile’s  
equity 
underperfor-
mance has 
largely  
been due 
to terrible 
profits.
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CHART 2

Chilean EPS Was Dismal Partially  
Due To Dilution

CHART 3

Chile’s Growth Will Slow  
From High Levels

© BCA Research 2013© BCA Research 2013

Slowing from 
high levels

Income 
growth is 
strong

No inflation

 F Chile’s equity underperformance has largely been due to terrible profits (Chart 2, top panel). 

That said, contracting EPS has partially been due to earnings dilution, as evidenced in the bot-

tom panel of Chart 2. As growth slows and corporate expansion plans are curtailed, this drag 

from earnings dilution on Chile’s relative equity performance will be removed.

 F Chile’s growth is set to slow further but the deceleration is occurring from high levels (Chart 3). Impor-

tantly, wage and employment growth have been quite firm and inflation has been tame. Hence, there 

has not been a particularly negative macro mix to justify such a dramatic equity underperformance.
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Chile’s 
strong 
institutions 
and capable 
technocrats 
will keep 
the Andean 
nation’s 
positive 
structural 
story intact.
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Chile: External Vulnerability
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As the peso depreciates, 
foreign debt burden will 
bite

-4%

 F Finally, despite a flare-up in political noise 

ahead of the November 2013 presidential 

election, Chile’s strong institutions and ca-

pable technocrats will keep the Andean na-

tion’s positive structural story intact. While 

populist rethoric has been ratcheted up 

during the campaign, it does not represent 

a sharp turn to the left. In the end, Chile’s 

history of pragmatism will likely continue 

to dominate policymaking. 

 Potential tax hikes on businesses to finance 

more accessible education will be negative 

but, in relative terms, the bourse should 

fare better than its EM peers. 

 That said, we remain bearish on the peso 

as part of our theme to bet on lower metal 

prices and related plays. Besides, Chile’s 

current account deficit has widened to 4% 

of GDP (Chart 4) and will be a drag on the 

exchange rate. 

 F Lastly, corporates in Chile have large foreign 

indebtedness (equal to 50% of GDP) and 

growing expectations of further peso depre-

ciation will likely trigger corporate hedging, 

escalating downward pressure on the peso.

Bottom Line: Stay short the peso, continue 

to receive 3-year swap rates and overweight 

Chilean stocks within a dedicated EM equity 

portfolio.

Stay short 
the peso and 
continue 
to receive 
3-year swap 
rates.
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China’s Ripple 

The Chinese economy has been the most important contributor to the global economy since the 
crisis.  Its recent slowdown is now rippling through other economies, and understanding the sensitivity 
of different economies and markets to changes in Chinese conditions is critical to navigating them.   

Like any economy, changes in China affect the rest of the global economy through three major 
pathways: 

1) The most direct impact of a slowdown in China is through imports.  Chinese imports have 
grown to be 13% of total global imports, and Chinese imports tend to be more volatile than 
the Chinese economy.  So, the recent 2.5% slowdown in Chinese growth has translated into 
a bit more than 10% downward pressure in Chinese import growth.  This slowdown 
disproportionately affects those countries that directly export to China (Taiwan, Singapore, 
Malaysia, Korea and Japan are the most affected), while having only a minor impact on the 
US.

2) China is by far the largest consumer of commodities, and so a slowdown in its growth is a 
major driver of global commodity prices.  This impact alters the complexion of global growth 
as it shifts money from commodity producers and commodity investment to commodity 
consumers.      

3) China’s impact on global financial flows.  This is worth watching, but these flows have been 
less volatile than in most other countries as the most significant Chinese holders of foreign 
assets are the Central Bank and sovereign wealth funds, which have tended to move more 
gradually than private investors. 

For now, we will share our thoughts on the first two impacts: 

Some Perspective on China’s Aggregate Impact on Global Growth: 

A consequence of China’s rapid growth over the past 30 years is that it has become an increasingly 
significant contributor to global growth.  Chinese output is now about 15% of the global economy.  
And its share of global growth is even greater.  In the past five years, at a time when developed 
economies have seen more muted growth, China has accounted for close to half of global growth.  
So fluctuations in Chinese conditions have an increasingly large impact on the global economy.   
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The Impact of China's Recent Slowdown 

Over the past year, China’s contribution to global growth has been falling while growth in the rest of 
the world has picked up (largely driven by improvement across the developed world).  These two 
shifts have roughly balanced each other, so global growth has been relatively stable.  The shift in the 
composition has had a meaningful impact on markets and economies more tied to China.   

Most major economies have experienced some degree of drag from weaker Chinese growth.  That 
drag has come from two main channels -- (1) from the direct impact of weaker Chinese demand for 
these countries’ exports and (2) through the second-order impact that weaker Chinese commodity 
demand has had on global commodity prices (which have been a big deal for major commodity 
exporters).  The largest overall impacts have been in emerging Asia (where a substantial share of 
production is aimed at Chinese consumption) and in countries that have gotten a lot of income from 
exporting commodities to China (i.e., Chile, Australia, Argentina, Russia and Venezuela).  The larger 
developed countries are generally less reliant on Chinese demand and consequently have been less 
impacted.  And in India and Turkey, where Chinese demand is only a modest driver of growth and oil 
imports are a big part of the economy, the impact of China's slowdown has actually been modestly 
positive -- with the indirect impact from cheaper oil imports outweighing weaker exports to China.   
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The table below shows the attribution of the impacts in more detail. 
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Impact of Recent Chinese Slowdown on Rest of World

Exports to China Adj. for 

Re-Exports, %GDP Total Impact

Non-Commodity 

Impact Commodity Impact

World 2.1% -0.3% -0.3% 0.0%

Developed World 1.2% -0.2% -0.3% 0.1%

United States 0.6% -0.1% -0.1% 0.1%

Euroland 1.1% -0.2% -0.3% 0.1%

Japan 2.5% -0.4% -0.7% 0.3%

United Kingdom 0.6% 0.0% -0.2% 0.1%

Canada 1.0% -0.3% -0.2% -0.2%

Australia 5.5% -0.7% -0.1% -0.6%

Switzerland 1.3% -0.1% -0.2% 0.2%

Sweden 1.0% -0.1% -0.2% 0.1%

EM Asia Ex-China, Ex-HK 6.9% -0.7% -1.1% 0.3%

India 0.3% 0.2% -0.1% 0.2%

South Korea 7.5% -0.9% -1.5% 0.6%

Indonesia 1.5% -0.3% -0.2% -0.1%

Taiwan 9.6% -2.1% -2.6% 0.5%

Thailand 4.0% -0.5% -1.0% 0.5%

Malaysia 5.3% -1.7% -1.7% 0.0%

Singapore 9.7% -0.9% -1.7% 0.8%

Philippines 1.3% -0.3% -0.5% 0.2%

Latin America 1.4% -0.4% -0.1% -0.3%

Brazil 2.1% -0.4% 0.0% -0.3%

Mexico 0.5% -0.1% -0.1% 0.0%

Argentina 1.3% -0.6% -0.1% -0.5%

Colombia 1.0% -0.3% 0.0% -0.3%

Venezuela 3.2% -0.6% 0.0% -0.6%

Chile 5.5% -0.9% -0.1% -0.9%

Central & Eastern Europe 1.0% -0.3% -0.1% -0.2%

Russia 1.5% -0.6% -0.1% -0.6%

Turkey 0.4% 0.2% -0.1% 0.3%

Poland 0.2% -0.1% -0.1% 0.0%

Czech Republic 0.5% 0.0% -0.2% 0.2%

Hungary 0.9% -0.1% -0.2% 0.2%

Impact of Recent Chinese Slowdown on Rest of World

ASRS | IC | 8-30-13 | #3 EM Forum | 55



4
Bridgewater® Daily Observations 07/23/13 

China Has a Tremendous Impact on Global Commodity Markets 

China has by far the most impact of any single country on global commodity markets -- and its impact 
on industrial metals (which have fed its construction and infrastructure boom) is particularly outsized.  
Today, Chinese demand accounts for close to half of global metals consumption (and an even larger 
share of global demand growth for those metals).  By contrast, Chinese oil consumption is more in 
line with its share of the global economy.    

As Chinese growth has slowed, metal prices of commodities (where China has a much greater 
impact) have declined much more than oil.  While there’s a lot that happens in these commodity 
markets to drive prices, the underperformance of Chinese growth has been a significant driver.  The 
pressure has been in place for a while, with Chinese growth slowing from near 10% post-crisis to 
closer to 7% recently. 

1970 1980 1990 2000 2010 2012
5yr Demand 

Growth (Ann)
Total Consumption 2% 3% 4% 10% 29% 34% 11%

Metals 2% 4% 5% 12% 40% 47% 10%

Tin - - - 16% 41% 53% 1%

Lead - - - 11% 47% 48% 8%

Nickel 0% 3% 3% 5% 34% 48% 20%

Aluminum 2% 4% 4% 13% 39% 45% 10%

Zinc 3% 3% 6% 16% 43% 44% 8%

Copper 2% 4% 5% 12% 38% 43% 12%

Energy

Oil 1% 3% 3% 6% 11% 12% 7%

Agriculture 14% 16% 18% 21% 24% 24% 5%

Pork - 23% 35% 47% 50% 50% 2%

Cotton 18% 23% 23% 25% 40% 34% -4%

Rice 34% 37% 36% 34% 30% 31% 1%

Soybean 18% 10% 9% 16% 26% 29% 7%

Corn 11% 15% 17% 20% 21% 24% 5%

Wheat 10% 17% 19% 19% 17% 18% 1%

Sugar 3% 4% 7% 7% 9% 9% 0%

Coffee - - - - 0% 1% 28%

China Commodity Consumption (% World Consumption)
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Even “Slower Growth” in China Is Still a Support to Its Trading Partners  

While the recent slowdown in Chinese growth has had a big negative impact on many markets and 
economies, it's important to keep in mind that, from a secular perspective, even "slower growth" in 
China would continue to provide a healthy support for the global economy.  Because China is now 
much larger relative to the rest of the world than it was even five years ago, a more moderate level of 
growth on that larger base can still have a material global impact.  

Other Countries
The Recent Acceleration in Japanese Household Demand 

Japan’s household sector has been deleveraging for the last 20 years, and stimulation has been 
inadequate to produce a meaningful response.  So far, the most recent shift toward much more 
aggressive monetary policy has produced a modest improvement in financial conditions facing 
households, and improved economic prospects have resulted in rising confidence and spending.  At 
this point most of the acceleration in spending has come about through lower savings rates, as 
employment and incomes have improved only modestly.  There have also been some signs of life in 
the Japanese housing market after two decades of price declines.  And since Japanese households 
have very little equity ownership, rising house prices are much more likely to be impactful than equity 
prices.  Over time, increased spending may flow through to stronger employment and income growth 
(reinforcing further spending), but for now the recent strength in spending remains reliant on 
continued declines in savings rates.  Although the weaker yen and healthy export growth have been 
important supports to the Japanese economy over the past several months, ultimately for Japan to 
produce a sustained expansion and positive inflation rates, a recovery in household spending will be 
required.  While more stimulation may ultimately be needed, the acceleration in household spending 
over the last six months has been a positive first step. 

So far, the acceleration in confidence has been more meaningful than the increase in spending, 
though retail sales and every other consumer spending stat has accelerated in recent months. 

Last 10 Years Future Impact

(Avg 10% Real Growth) at 7% Real Growth

WORLD

Developed World

EM Asia Ex-CHN

Latin America

Central & Eastern Europe

Impact of Chinese Imports on Rest of World
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Housing Appears to Be Bottoming Off Extreme Lows 

While the housing market in Japan has been secularly weak since the bubble burst in the 1990’s, 
over the past year or so there has been an improvement off of low levels.  Housing starts have picked 
up, residential fixed investment has been strong, and prices have stabilized.  Some part of the 
improvement in housing is likely demand being pulled forward ahead of the consumption tax hike in 
April 2014 (which will apply to houses as well as goods and services), but it also may be reflective of 
households beginning to respond to stimulation.  The charts below put the improvement in residential 
fixed investment in context.  Given the secular decline in housing, residential fixed investment is now 
a very small portion of GDP (around 3%), but over the past six months, it has been expanding rapidly 
(growing around 10%), and is now contributing around 30 bps to growth, the highest amount in 
around a decade.   

Housing starts have been very strong through May, suggesting that the improvement in residential 
fixed investment reported through the first quarter has continued. 

Consumer Confidence
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Housing prices have also secularly declined in Japan over the past two decades, but over the past 
year they have stabilized and show some recent signs of increasing.  The transition from falling to 
stable and perhaps increasing home prices should be a positive wealth shift for Japanese 
households, which may help to reinforce the expansion.  This is one of the few areas where 
households may experience significant wealth gains that could reinforce spending, since Japanese 
household ownership of equities is low (and therefore the recent rise in equities is not a significant 
direct support to household spending). 

Because Japanese households hold most of their financial assets in cash, and very little in equities, 
the recent rise in equity prices isn’t likely to be that impactful.  A change in home prices if sustained 
would likely be a more meaningful development.  
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Employment and Incomes Improving Moderately; Not as Much as Demand 

The pickup in the overall economy has led to a moderate improvement in employment and earnings.  
However, so far the increase in spending has outpaced this improvement in incomes, and as we 
discuss further below, much of the spending has been financed through falling savings rates and a 
pickup in borrowing.  Employment growth has been accelerating over the past year and is now 
expanding at a moderate pace.  Aggregate earnings as a whole have also been improving from 
negative levels, but are still only growing around 0% (nominal income growth has been negative in 
Japan for many years).     

Healthier demand and a weaker yen have fueled the recent improvement in Japanese corporate 
revenues and profits, but so far this has not materially flowed through to wage growth.  There has 
been some announcements of increased bonuses (which account for less than 20% of earnings), but 
not much of a change in base salaries.  As the chart below shows the rise in announced bonuses 
don’t stand out relative to history, though they are an improvement relative to last year.  Mid-year 
bonuses get paid during the summer, so the impact of this improvement may still flow through to 
spending in coming months.  While increasing bonuses seems like a logical first step in an early 
recovery, it remains to be seen whether the improvement in growth will translate into sustained 
improvement in wages. 

One important turning point for Japan will be when the new stimulative policies produce enough of a 
shift in spending to reverse 20 years of falling nominal aggregate wages in Japan.  The indications 
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above are that wage growth may be picking up a bit, but there isn’t much yet to suggest that there 
has been a meaningful shift. 

Spending Has Largely Been Financed by Declining Savings Rates and Increased Borrowing 

Much of the recent increase in spending has been supported by declining savings.  While aggregate 
savings rate numbers in Japan are fairly out of date, the monthly survey of savings rates of working 
households has declined sharply over the course of this year (pointing toward a sharp reduction in the 
national savings rate).  While the monthly savings rate survey is volatile, the recent declines have 
been sharp and current levels are the lowest since the mid to late 1990’s. 

Credit creation has also improved over the past few months.  A large part of this is a slowdown in the 
deleveraging in consumer credit, while there has been a small pickup in mortgages (which is the 
majority of household borrowing).   
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Domestic spending has accelerated over the last six months supported by declining savings rates 
and to a lesser extent by an improvement in employment and wages.  While this shift is still fairly 
recent, and may need further support to continue, it is a positive sign that the shift towards more 
aggressive easing of both monetary and fiscal policy are having an impact on household spending.  
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The Underperformance of Emerging Market Equities 

After a long period of outperformance, since the financial crisis, emerging market equities have 
underperformed developed market equities by a significant margin.  This underperformance occurred 
even though emerging economies have continued to grow faster than developed economies while 
developed economies struggled through their deleveragings.  Prior to the financial crisis, numerous 
competitive advantages enabled the emerging world to steadily gain global market share, and their 
global success fueled strong domestic economic growth.  Markets extrapolated this success into the 
future, discounting significantly higher earnings growth relative to the developed world.  But during the 
2000s, strong emerging market growth stimulated domestic wage increases, attracted foreign capital 
inflows and pushed real exchange rates higher, reducing the EM’s competitive advantage.  Since the 
financial crisis, EM sales growth continued to outpace the developed world, but the deterioration in 
their competitive position caused declining profit margins which overwhelmed the sales advantage.  
As a result, since 2010, EM countries experienced moderately lower relative earnings growth in 
absolute terms but much lower earnings growth relative to what had been discounted.  The 
underperformance of earnings relative to what was discounted led to weaker returns and, more 
recently, more aggressive selling, which reinforced the price declines.  This shift in relative pricing has 
been larger than the shift in relative projected cash flows, raising expected returns to more attractive 
levels vis-à-vis the developed world. 

As shown below, since 2010 emerging market equities have underperformed those in the US, Japan 
and Europe despite deleveragings there and stronger growth in emerging countries.  The recent 
divergence in prices between EM declines and US and Japanese gains has been sharp. 
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In order to better understand the causes of relative equity market performance, we normalize each 
country’s returns for differences in their sector composition (i.e., if a country is overweight a poorly 
performing global sector, we account for this as a sector influence).  This more clearly distinguishes 
the “country” influence on returns.  As shown below, the underperformance of emerging markets is 
almost entirely due to relative country influences after this adjustment.  Brazil and South Africa had 
negative impacts from their resources sectors, but this was a minor factor in the total EM picture. 

After higher total returns and faster earnings growth than the developed world through 2010, markets 
discounted this to continue.  Then, earnings underperformance relative to what was discounted 
caused poor relative returns.  The dashed line below shows that in 2010 emerging markets were 
discounting a roughly 3% per year higher earnings growth rate than the US.  Instead, earnings slightly 
underperformed (red).  This underperformance relative to what was discounted led to falling relative 
prices (blue), which amounted to a rediscounting of future earnings growth. 

Equity Performance Since January 2010
Excess Return 

(Local)
Diff to World

Due to Sector 
Composition

Due to Country 
Conditions

World* 25.8%

Developed World

USA 63.5% 37.8% 8.5% 29.2%

Japan 43.6% 17.8% 10.1% 7.7%

Germany 38.4% 12.6% 8.3% 4.3%

United Kingdom 35.9% 10.1% -1.0% 11.1%

Switzerland 33.6% 7.8% 13.6% -5.8%

France 16.2% -9.6% 2.5% -12.1%

Canada 12.1% -13.7% -13.8% 0.1%

Australia 4.4% -21.4% -12.5% -8.9%

Italy -22.9% -48.7% -7.0% -41.8%

Spain -24.9% -50.7% -5.2% -45.6%

Emerging Market ex China
South Africa 29.0% 3.2% -12.9% 16.2%

Korea 6.8% -19.0% 0.6% -19.6%

India -9.1% -34.9% -3.6% -31.2%

Brazil -36.4% -62.2% -19.5% -42.7%

*Equal weight across all countries (equal weighted EM & Euroland each counted as one country)

** Data up to July 19th 2013
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This picture was similar across countries. 

Within earnings, sales growth in emerging markets remained stronger than the developed world, 
consistent with higher GDP growth rates.  But margins contracted by more than sales grew, leading 
to earnings underperformance.  The following two charts show these three components for the EM 
and the US. 
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And the following chart shows the impacts more clearly with respect to relative earnings.  Higher 
sales growth, but weaker margins, led to falling relative profits (the magnitude of the profit decline 
shown is larger than that shown above because it shows reported earnings vs.  the above which 
shows analyst forward estimates). 

One of the most significant culprits of this shift was the rise in relative unit labor costs in the emerging 
world.  As shown below, in the early 2000s EM labor was cheap, leading to increasing demand for 
EM labor relative to its supply, leading to a rise in the global price of labor through direct wage 
increases and exchange rate increases.  The rise in the cost of labor in global currency terms 
contributed to a reduction in EM current account surpluses from 3% of GDP to zero. 

Relative inflation rates don’t have much impact over short periods of time but can have big impacts if 
sustained for many years.  In this case, EM inflation rates were roughly 5.5% higher than developed 
country inflation rates from 2000 till now.  This produced a 75% rise in relative prices, which ate into 
some of the cost advantage which previously existed. 
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Exports are an important driver of domestic employment and domestic spending in the emerging 
world.  As shown below, declining competitiveness contributed to a flattening in the rise in global 
export share and slower relative and absolute GDP growth (which was also significantly hurt by 
weakness in trading partners’ growth). 

Higher unit labor costs and slower growth in global export share contributed to lower operating 
margins as companies were squeezed by costs and were unable to raise prices and sustain previous 
market shares.  The chart below left shows changes in unit labor costs in global currency terms as an 
influence on margins, and the chart below right shows margins and global export share. 
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As a result of these forces, the profits share of GDP is now low in emerging countries while it is high 
in the US and other developed countries. 

And as we have discussed, longer-term growth prospects remain favorable for most EM countries in 
relation to the developed world.  This should support relative sales growth.  Additionally, the longer-
term real exchange rate pressures on EM countries have reversed as their currencies have rallied 
over the past ten years.  Stable or falling real exchange rates would contribute to a stabilization of 
competitiveness and profit margins. 

The underperformance of EM equities has led to a significant shift in global investor sentiment 
regarding EM equities.  And they are now as bearish as any time since 2000.  This recent shift in 
sentiment added to the price declines and the shift in relative expected returns. 
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While EM countries have experienced the conditions and performance discussed above, abundant 
liquidity and diminishing risk aversion have pushed money out on the risk curve in the US and 
compressed risk premiums.  This combination has raised the longer-term expected returns of EM 
equities in relation to the US and other developed countries. 

Other Countries

Discounted Tightening Across the Developed World 
As we described in prior Observations (see June 12) many markets around the globe became 
significantly correlated with moves in US bond yields early this summer as interest rate markets in the 
US began to price in a gradual shift in Fed policy.  In some cases such as expectations for tightening 
in Euroland over the next two years, the resultant pricing was not in line with underlying conditions in 
those economies.  Comments by the ECB and BoE late in June were clearly targeted at attempting to 
mitigate the effects of the rise in rates on their economies which they viewed as unreasonable.  While 
central banks will ultimately set policy based on how conditions evolve (and not based on their prior 
expectations), we do agree that a tightening in Euroland over the next two years looks very unlikely.  

As we show below, most but not all of the original spike in discounted tightening in Euroland and the 
UK has been reversed over the last month (even as the discounted tightening for the US has 
changed little).  However, Euroland’s short-rate curve is still pricing in a bit of tightening over the next 
2 years (more so than the US curve was discounting six months ago), at a time when Euroland as a 
whole needs to keep rates near zero and ease considerably more through other means. 

The charts below show the pricing prior to Fed tightening being priced in at the end April (the red 
line), the peak discounted tightening in late June (dotted line), and the current discounted tightening 
(blue line).  The pricing in the US hasn’t changed much, and of course the tightening that is 
discounted is more than what the chart below shows because the Fed will tighten by pulling back on 
asset purchases before raising rates.  The pricing in Euroland and the UK have come in quite a bit. 
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The discounted tightening for Canada has risen substantially in recent months, and has only reversed 
a bit in the past few weeks.  As we have described in more detail previously, recent growth rates have 
been a bit healthier, but we see more downside risks for Canada than we do for the US economy.  
Australia is now discounting lower rates over the next year than it was in April, but higher rates two 
years out. 
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As we described in our Observations on July 7, we see conditions in Euroland as a whole consistent 
with the need for significantly more easing.  Of course with rates near zero, this would have to be 
done through other means such as quantitative easing.  Whether this happens or not, we see small 
odds of an actual increase in rates as currently discounted. 

And of course, rates for various Euroland economies remain much higher than those for Germany, as 
they have not benefited nearly as much from prior reductions in the target rate as core economies 
have.  The chart below shows the current 3yr rates for various Euroland countries.
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Of course changes in rates have not been the only means through which central banks have run 
monetary policy in the last few years.  The US and Japan have continued to ease through quantitative 
easing.  In the case of the Fed, it will first tighten by pulling back on the bond purchases before 
raising rates.  So the actual discounted tightening implies quite a bit more than what the short-rate 
curve alone is showing.  Japan has just stepped up its purchases for the first time.  The forward point 
is based on current plans, which of course may change if economic conditions warrant it. 

The UK has used quantitative easing aggressively in recent years, but has phased out its purchases.  
It is using other means to create an easing such as the new housing incentive programs.  While the 
ECB has provided significant liquidity to its system and prevented a much worse financial outcome, it 
has not yet shifted towards meaningful quantitative easing. 
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Funding Conditions Tightening in Emerging Markets 
Funding conditions in emerging markets have tightened significantly over the last few months.  First,
developed world financial flows to emerging markets started to decline in May as markets started to 
price in a likely withdrawal of Fed quantitative easing. Emerging market financial assets, stocks, 
currencies, and bonds all experienced notable sell-offs.  That had the effect of tightening liquidity at a 
time when EM economies were generally slowing, with growth below potential, secularly low levels of 
inflation, and with currencies still close to their strongest levels.  The IIF banking survey released last 
week shows there’s now evidence that tighter liquidity is flowing through to domestic EM banks as 
well.  That puts additional pressure on what was already the weakest credit creation since the 
financial crisis in the emerging world.  The deterioration appears to be most significant in Asia and in 
India in particular.  These conditions merit watching as the situation today is snowballing as tightening 
of funding conditions in countries that have become highly dependent on credit creation leads to 
weaker conditions, larger loan losses, and thus further tightening and potential for contagion to other 
economies. 

The IIF's survey on emerging market lending conditions suggests that funding conditions weakened 
noticeably in the second quarter on the heels of the withdrawal of developed world capital. The 
quarterly decline was significant, although still modest relative to the pull back in late 2011. 
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The weakening in funding conditions occurred across the emerging world, but so far the deterioration 
has been a bit worse in EM Asia, where both Chinese and Indian banks have experienced tighter 
liquidity conditions. 

 
 

EM banks report that they are getting squeezed in both international and domestic funding markets.  
Those dual pressures are consistent with the pullback that has occurred, both in foreign capital 
flowing to the EM and the tightening in domestic rates. 
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The Bank Surveys Come on the Heels of the Deterioration of Cross-Border Flows into 
Emerging Markets:  

Roughly a trillion dollars a year had been flowing into the EM.  Recently, in the face of prospective 
Fed tightening, both bank and bond inflows have stopped. 
    

 

As those inflows have slowed and EM currencies have come under pressure, those countries have let 
domestic interest rates rise. 
 

 
As is classic when balance of payments conditions deteriorate rapidly, this rise in interest rates is 
occurring as economies are slowing. As we have discussed in previous Observations, growth in the 
emerging world had been weakening for a while as exports, investment, and domestic demand 
slowed.  Aggregate credit creation in the emerging world outside of China had already fallen to post-
crisis lows despite ample domestic and global funding conditions.  So this broad tightening of funding 
conditions will be a pressure for further slowing.  
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In aggregate, emerging market growth is below potential and at its weakest since the financial crisis.  
The level of output has been moderating, inflation is very low by historical standards and has been 
weakening, and emerging currencies are relatively strong (i.e. not stimulative).  These conditions are, 
broadly speaking, more consistent with a need for easing. 
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The Differences Among Emerging Market Countries Are Significant: 

While tightening liquidity will put pressure on all emerging markets, there are material differences 
across the emerging world in the degree of reliance on foreign funding.  The following chart shows a 
rough relative gauge of where different countries stand along the spectrum.  On one side, debtor 
countries like South Africa and Turkey already have large external debts and are facing large current 
account deficits (i.e., a big ongoing need for new capital).  And their central banks have relatively few 
reserves to deal with the pressure created by a material pullback in foreign capital.  Brazil and India 
also run significant current account deficits and have tightened in order to prevent excessive currency 
declines and prevent already high inflation from getting worse.  On the other side, many countries in 
Emerging Asia (Malaysia, the Philippines, Korea, Singapore, and Taiwan) are for the most part 
creditors.  While they have material foreign obligations, they are on net providing the world capital 
(i.e., they are continuing to run current account surpluses), and their central banks have more 
resources to cope with whatever stresses arise.  The picture is not as extreme for other countries, 
including Eastern European countries Hungary, Poland, and the Czech Republic, where significant 
improvements in their current account deficits over the past couple years are allowing these central 
banks to respond more normally through easier monetary policy.  
 

 
Additionally, there are already signs that the slowdown is having a significant impact on markets with 
a greater need for foreign capital.  While EM currencies have been broadly weak for the past few 
months, currencies with a greater reliance on foreign capital have seen bigger declines. 
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Other Countries

Moderating Japanese Growth
Japan’s shift towards aggressive easing has contributed to an improvement in financial conditions, 
healthy growth rates since late last year (off what are still low levels of activity), and an improvement 
in core inflation rates to about 0%.  Growth benefited from an improvement in trading partner growth 
last year (which has since faded), while the domestic expansion has relied primarily on declining 
savings rates as domestic incomes have only improved modestly so far. The weakness in the yen 
has also helped to sustain exports, even as trading partner growth slowed, and has also contributed 
to the ebbing of deflation, though these effects should fade without further yen declines. June stats 
released over the last week were mixed, but suggest that growth rates, while still healthy, have 
moderated a bit further. As we have previously described, we believe that what is even more 
important that the actual easing to date, is Japan’s likely policy shift towards doing whatever is 
needed to create a sustained expansion and a return to moderate inflation. The combination of 
weaker trading partner growth, the eventual fading of most of the effects of the weaker yen on both 
growth and inflation, early indications that the pop in domestic growth is already moderating, and the 
possibility of a fiscal tightening next year based on current legislation means that the Japanese 
economy may require further stimulation to build on the progress achieved so far. 

The charts below summarize the current state of the Japanese economy.  Improved domestic 
conditions and a weaker currency have created a modest reduction in deflation in recent months. The 
ebbing in headline deflation has gotten a lot of attention, while the ebbing of core deflation (excluding 
food and energy) has been more modest. As we discussed in our Observations on June 23, the flow-
through of a weaker yen is relatively modest (perhaps a bit more than a 0.5% boost to core inflation 
and a 1-1.5% boost to headline) and is a one-off impact.  For deflation to continue to ebb, the 
expansion will have to be sustained. 

The strong growth rates of earlier in the year have moderated in recent months, continuing with the 
June stat releases shown in more detail below. While growth rates of 4%+ were obviously not 
sustainable for long periods of time in an economy with a shrinking workforce, it remains to be seen 
whether enough progress will continue to be made as the first order effects of the prior easing decline 
over time, and as the effects of weaker trading partner growth flow through. As the chart on the right 
shows, levels of activity in Japan remain very depressed, with total output just returning now to pre-
crisis levels and industrial production significantly below pre-crisis levels. 
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Mixed Economic Stats in June Suggesting a more Moderate Pace of Expansion 

Stats released over the last few days for June were mixed. Consumer confidence and auto sales 
ticked down (only partly reversing the significant gains in prior months), while other demand stats 
remained strong. Production surprised significantly on the downside, though surveyed expectations 
are for this decline to be reversed in July’s production numbers. Exports have remained strong 
despite weakened trading partners, and the employment picture continues to improve modestly. Core 
inflation ticked down nationwide in June and also fell in Tokyo in July, while headline inflation rose. 

Inflation Improvement Modest and Concentrated Thus Far 

So far, most of the increases in inflation have been in energy prices, and the stabilization of core 
prices over the last six months may be in part due to the one-off effects of the weaker yen (which we 
estimate should produce an impact of a bit more than 0.5% on core inflation). While there has been a 
bit of progress on deflation, and the current market pricing is for that to continue, a sustained return to 
2% inflation is likely to require a sustained improvement in domestic spending. 

The chart below shows the historical relationship between moves in the yen and core inflation. The 
recent decline, while helpful, doesn’t stand out relative to previous currency moves that failed to 
produce a sustained improvement in deflation. 
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Japan: Recent Stat Releases
\

GROWTH

1mo Chg (Ann) 3mo Chg (Ann) 12mo Chg This Month's Stats Comment

Industrial Production -32.9% -6.7% -3.4% weak
Exports +14.4% +22.7% +13.2% strong
Real Retail Sales ex Autos +2.4% +3.4% +8.5% strong
Real Motor Vehicle Sales -15.9% +7.3% +3.0% weak
Real Chain Store Sales +7.0% +1.7% +3.8% strong
Super Market Sales +1.8% +0.5% +0.9% strong
Consumer Confidence -23.2 +2.5 +29.0 weak
Unemployment Rate -2.4% -1.2% -2.2% strong
Total Employment (SADJ) -0.2% +0.2% +0.5% weak
Total Hours Worked (3mma) +14.3% +5.2% +0.1% strong
Jobs-Seekers +0.24 +0.22 +0.58 strong

INFLATION

1mo Chg (Ann) 3mo Chg (Ann) 12mo Chg This Month's Stats Comment

National Core CPI (adjusted, thru June)* -1.2% +0.5% -0.5% weak
National Headline CPI (adjusted, thru June)* +3.7% +2.1% +0.4% strong
Tokyo Core CPI (published, thru July)* -1.2% -0.6% -0.4% weak

* Includes BW adjustments

Prices While headline CPI has been rising, core still 
falling a bit. Tokyo CPI fell in July

Production

Employment

Production declined; trading partner weakness 
not yet flowing through to weaker exports

Moderate improvement over last few months; 
generally strong in June

Demand Mixed picture after months of strong demand 
growth

Deflation ebbing. 
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While headline inflation has improved to modestly positive levels and core prices have roughly 
stabilized over the last six months, the gains have not been broad-based. The table below shows a 
breakdown of price changes by CPI component.  

While actual inflation remains roughly stable, market expectations of inflation have been rising 
moderately.  In particular, break-even inflation rates have been rising, though a large part of this is 
likely from the market pricing in expectations of the VAT tax increase next year (which, if it passes, 
would likely raise inflation by about 2% next year).  Of course, any increase in the VAT will only 
produce a one-off increase in inflation, and would constitute a tightening that, on the margin, would 
make a sustainable shift towards inflation less likely.  The implementation (or not) of the VAT will 
likely depend on how well the Japanese economy is doing in about 9 months.  Stripping out the effect 
of the VAT, the break-evens reflect that the market is pricing in a much more gradual increase in 
inflation.
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The improvement in inflation rates shown above has so far been a tiny wiggle within the context of 
declining prices over the last 15 years. Wages have been falling (and so far look only to be roughly 
stabilizing), and aggregate nominal spending in the economy remains at the same levels as they 
were 20 years ago. In other words, we are still at the very early stages of the fight to end deflation in 
Japan. 

Inflation vs Discounting
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Export Growth Outstripping Trading Partner Growth 

Japanese export growth has been strong over the last six months, supported initially by strong trading 
partner growth, and more recently has stayed resilient even as trading partner growth has slowed.  
The decline in the yen is likely providing some support to exports, though the full impact may take 
more time to flow through. Exports remained strong in June, so the June drop in production (shown 
further below) is likely not yet coming as a result of weaker trading partner growth. 

The export picture is particularly meaningful to the Japanese economy.  As described in past 
Observations, due to their high volatility exports have contributed more to fluctuations in Japanese 
growth than the rest of the economy combined over the last decade, despite accounting for only 
about 16% of the total economy.  This volatility is a reflection of the types of goods that Japan 
primarily exports (business fixed investment materials and, to some extent, consumer discretionary 
items), which have a higher sensitivity to growth than other types of exports and have persistently 
weak sensitivity to domestic demand growth.  If the new administration is successful in stimulating the 
domestic economy, the relative importance of exports to growth will fall, though they will still remain 
an important driver.  The chart below shows exports’ contribution to overall growth relative to the rest 
of the economy combined.  Even this likely understates the impact of exports on growth, as it does 
not take into account indirect effects on incomes and domestic spending and investment.  
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Production Ticked Down in June, Though Broadly Has Been Strengthening 

Because exports have been much more volatile than domestic demand, swings in Japanese exports 
have been the main driver of swings in GDP and production over the last decade.  Despite the 
connection between exports and production, production had notably lagged export growth in the 
months prior to April, though it started growing significantly in April and May.  After a few months of 
strength, June production numbers published yesterday were disappointing. Given the continued 
strength in exports and still-healthy domestic demand, we think the decline is likely mostly a fluke 
(though it may well signal a slower pace of expansion). Surveyed expectations of July production 
suggest that the consensus is for more than a full reversal in July. 

Demand Growth Still Strong, Though Moderating Slightly  

Consumer confidence ticked down slightly in June, though it is still hovering around pre-crisis highs. 
Consumer confidence gives a timely reflection of how households are netting out conditions they 
face, and suggests that expectations of policy shifts and the policy shifts themselves are already 
flowing through to activity.  As you can see from the chart below, consumer confidence has tracked 
changes in household demand reasonably well since the crisis and suggests that household demand, 
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which has been tepid for nearly two decades, may be starting to revive.  We show the relationship 
below. 

Actual demand stats in June were mixed, with retails sales outside of autos strengthening and auto 
sales weakening. 

Much of the recent increase in spending has been supported by declining savings.  While aggregate 
savings rate numbers in Japan are fairly out of date, the monthly survey of savings rates of working 
households has declined sharply over the course of this year (pointing toward a sharp reduction in the 
national savings rate).  While the monthly savings rate survey is volatile, the recent declines have 
been sharp and current levels are the lowest since the mid to late 1990s. For demand growth to stay 
strong without an increase in incomes, savings rates would have to keep falling. 
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Employment Improving, but Only a Partial Driver of the Improvement in Spending 

Employment conditions, which had not been as weak as the rest of the economy during the 
contraction, have generally been stable and flat over the last few months. In June, total employment 
ticked down while both unemployment and the jobs-to-seekers ratio improved. Hours worked in the 
economy, which comes out with an extra month lag and can be choppy, strengthened as well, but has 
been weaker than all of the other employment measures.  Overall, the statistics are consistent with a 
healthy and stable employment situation, but without significant growth.  As mentioned in prior 
Observations, Japan’s contracting labor force means that even flat employment constitutes a 
tightening of the labor market.  So while there haven’t been signs of material wage increases (other 
than a few anecdotes), labor markets have been getting tighter, which could diminish downward 
pressures on wages over time. 
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Aggressive Monetary Easing and Financial Conditions Remain Supportive 

The BoJ shift towards more aggressive easing is fairly new, but it is a substantial shift relative to prior 
monetary policy.  The combination of monetary and fiscal easing remains supportive to growth, while 
financial conditions are much more supportive than in the rest of the world.  The chart below shows 
Japanese monetary stimulation relative to that of the US since the financial crisis.  As you can see, 
the increase is significant and makes Japanese monetary stimulation even stronger than that in the 
US.

Markets started discounting this policy shift ahead of the actual easing, with equities rallying, the yen 
depreciating, break-even inflation rising, and bond yields falling in anticipation of greater central bank 
demand for JGBs.  The rise in JGB yields is consistent with the expectation of improved economic 
conditions, and remain very low in absolute terms and consistent with expectations of sustained 
easing.  Equities rallied and the yen sold off a bit on the weak industrial production stat yesterday, 
consistent with the market increasing its expectation of monetary stimulation. 
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Japanese growth and inflation have been very weak for a long time.  Even with strong growth early 
this year and currently moderate growth rates, the economy certainly still needs aggressive easing to 
stimulate domestic spending and inflation, improve the external sector’s competitive position, and 
bring the economy back from significantly depressed levels of activity.  The new administration’s first 
attempt is under way, and the economy has been responding.  The recent deterioration in trading 
partner growth may create a bit of a drag going forward and the inflation impact of the yen decline 
may wane, while fiscal policy will go from providing about a 1% boost to growth to neutral or negative 
next year (based on current plans). That said, the most important consideration is that if the pace of 
progress stalls, policy makers appear to be committed to whatever policies are required to sustain the 
expansion.
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The Increasing Divergence Between Developed World and EM 
Growth

• Developed world growth relative to emerging world growth is currently the strongest it’s been 
in 15 years, once adjusted for differences in potential growth rates.  This is a meaningful shift 
relative to the last several years when emerging market economies were growing much faster 
than developed world economies.  

• In the developed world, the improvement in growth has been broad-based, but the drivers 
and therefore sustainability of various countries’ growth rates are different.  In particular, the 
improvement in the US looks most self-sustaining, while the recent pop in Euroland has been 
smaller and is likely to need increasing policy support going forward to be sustained.  

• Growth has been mediocre across most emerging market countries for most of the last two 
years.  Most recently, a number of economies have been experiencing significant balance of 
payments strains in the context of the pullback in global liquidity, and have intervened and 
raised interest rates in an attempt to prevent further currency weakness.  We expect growth 
rates in many of these countries to remain mediocre or weaken further going forward.  Other 
emerging economies, however, have seen smaller increases in rates and should benefit over 
time from the improvement in developed world growth.  EM Europe, for example, should 
benefit from the recent stabilization in Euroland growth to the extent it is sustained. 

• While we won’t discuss our views in detail here, a number of our positions are in line with the 
themes discussed above.  We are positioned for faster-than-discounted tightening in the US 
and a stronger US dollar; we are short the more vulnerable EM debt and currency markets. 

The charts below show the acceleration of developed world growth, the slowing of Chinese growth, 
and the roughly stable (but mediocre) growth rates in the rest of the emerging world.  Of course, 
levels of activity in much of the developed world are still more depressed than in most of the 
emerging world.
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Looking at some of the timelier reads on growth, it appears that this divergence between developed 
and emerging economies continued or perhaps even accelerated through July.  We are seeing this in 
both demand and production surveys.  Developed world purchasing manager surveys have 
accelerated in recent months, while PMIs in the emerging world excluding China have deteriorated.  
A similar dynamic can be seen in consumer confidence surveys: developed world confidence has 
risen rather sharply over the past few months, while emerging market confidence has come down 
some.  

For most of the last 15 years, developed world growth was mediocre relative to emerging market 
growth even after adjusting for higher secular productivity and labor force growth rates in emerging 
markets.  The reverse is true now, as developed world growth rates have accelerated meaningfully in 
recent months while emerging market growth rates have been mediocre relative to history.  
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Since the financial crisis, there has been a meaningful shift in the composition of global growth, as 
emerging economies including China have begun to account for the lion’s share of global growth.  
This transition has had many important implications, including changes in commodity use, changes in 
commodity prices, and changes in relative country/sector equity performance.  While on a secular 
time-frame this shift is likely to continue (since emerging economies have much higher potential 
growth rates), for now this trend has reversed.  The recent shift in relative growth rates described 
above has meant that the share of global growth coming from developed world countries has 
increased significantly over the past several months and is now larger than the contribution from the 
emerging world once again.  

These shifts in growth rates between countries and regions have netted out to roughly stable 
aggregate global growth in recent months.  In fact, growth has been steady at about 3% since the 
start of the year.  The more interesting developments most recently have been shifts in relative 
growth rates.
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The Improvement in Developed World Growth Has Been Broad-Based, But Has Been Driven 
By Different Factors in Different Countries 

The recent improvement in developed world growth has been broad-based, but major developed 
economies face very different economic conditions, and therefore we think the recent growth spurt is 
more likely to be sustained in some countries and less in others.  The US is much further along in 
normalizing economic conditions after years of stimulation.  US growth has remained healthy despite 
significant fiscal tightening, and may be in a better position to continue expanding at a moderate pace 
even with less monetary support going forward.  Japan’s shift towards stimulation, on the other hand, 
is very recent and the recovery is still in its early stages.  The full effectiveness of recent BoJ actions 
still remains to be seen, though at this point it does appear Japanese policy makers are willing to take 
further action if deemed necessary.  The UK has experienced strong growth recently as it benefited 
from global easing, an acceleration in Euroland growth, and various domestic policies aimed at 
increasing credit creation such as “Funding for Lending” and “Help to Buy”.  Still, levels of activity 
remain more depressed in the UK than in the US.  Last, growth in Euroland has improved in recent 
months as the pace of deleveraging has slowed, but Euroland hasn’t eased sufficiently to sustain a 
recovery strong enough to reduce the amount of slack in the economy.  Increased action will likely be 
needed in Euroland if growth of 2-3% is to be sustained.   
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Growth Rates Across the EM Are Broadly Similar and Mediocre  

Growth rates in most emerging market countries and regions are fairly weak.  EM Europe is currently 
a bit softer, driven in part by weak growth in Russia, but the differences aren’t very large and growth 
in most countries in the emerging world is below potential.  

The recent pullback in EM capital inflows is likely to result in some slowing in EM growth, particularly 
for countries with significant reliance on foreign capital such as Turkey, India, Indonesia, Brazil, and 
Argentina.  Those economies have seen a fairly meaningful drop in equity prices and a sharp rise in 
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rates over the past couple of months.  But, as the chart below shows, there hasn’t been a slowdown 
in growth yet, as recent developments have not yet had much time to flow through to these 
economies. 

We have seen some acceleration in growth rates of economies with a significant trade exposure to 
the developed world, and expect these effects to continue to flow through over time.  At least for now, 
however, there is no evidence that the slowdown in Chinese growth has begun to affect countries 
with the largest trade ties to China. In the coming months, we expect this effect to flow through. 
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Below we show current growth relative to potential growth by country.  As shown, almost every 
developed world economy is expanding at a pace faster than potential while most emerging 
economies are growing below potential.  We also show levels of economic activity, as most emerging 
economies are operating at roughly normal levels of activity while most developed economies remain 
depressed. 

Global Economic Conditions

Growth vs. 

Potential

Current 3m 

Growth

Potential 

Growth
Output Level

WORLD 0.3% 3.3% 3.0% 0.0%

Developed World 1.6% 2.9% 1.3% -0.4%

United States 1.6% 3.1% 1.5% 0.3%

Euroland 0.6% 1.7% 1.1% -2.2%

Germany 0.6% 1.9% 1.3% 1.0%

France 0.5% 1.6% 1.1% -1.5%

Italy -0.8% -0.4% 0.5% -4.2%

Spain 1.8% 2.8% 1.1% -4.1%

Ireland 0.8% 2.9% 2.1% -4.5%

Growth rates Greece -2.0% -0.5% 1.5% -13.9%

generally above Portugal 2.7% 3.7% 1.0% -6.2%

potential Japan 4.1% 4.5% 0.4% 1.4%

United Kingdom 3.9% 5.3% 1.4% -1.1%

Canada 0.9% 2.5% 1.6% 0.3%

Australia -0.2% 2.2% 2.4% 0.0%

Sweden 0.2% 1.8% 1.6% -0.6%

Switzerland -0.6% 0.7% 1.3% 0.3%

Norway 0.5% 2.8% 2.3% 0.0%

New Zealand 3.1% 5.0% 2.0% -0.2%

Emerging World -1.4% 3.8% 5.2% 0.5%

China -1.5% 5.6% 7.1% 2.0%

EM Asia Ex China -1.5% 3.8% 5.2% -0.7%

India -2.2% 4.9% 7.1% -2.3%

South Korea -0.3% 2.9% 3.2% -0.2%

Indonesia -0.5% 5.4% 5.9% 0.2%

Taiwan -0.1% 2.5% 2.6% 0.7%

Thailand -8.4% -4.5% 3.8% -0.5%

Malaysia 0.1% 4.5% 4.4% 0.2%

Hong Kong -3.1% -0.2% 2.9% 1.6%

Philippines 0.2% 5.6% 5.4% 1.7%

Singapore 3.8% 7.0% 3.3% 2.3%

Growth rates Latin America -0.4% 3.2% 3.6% -0.3%

generally below Brazil -1.7% 2.0% 3.7% -1.0%

potential Mexico -1.2% 1.7% 2.9% -0.1%

Argentina 3.3% 6.9% 3.6% 0.5%

Central and Eastern Europe -2.5% 0.8% 3.3% -0.2%

Russia -5.9% -2.4% 3.4% -0.9%

Turkey 1.9% 6.1% 4.1% 2.9%

Poland 0.6% 3.1% 2.6% -0.3%

Czech Republic -0.5% 1.5% 2.0% -3.6%

Hungary 1.7% 3.4% 1.7% -1.8%

Bulgaria -3.4% -0.6% 2.7% -3.0%

Africa 0.4% 3.8% 3.4% -1.4%

South Africa 0.4% 3.8% 3.4% -1.4%
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Other Countries

Developed World Loan Demand is Picking Up on the Back of 
Gradually Easing Funding Conditions 
Surveys of banks’ credit standards and loan demand help paint a picture of the credit dynamics 
underlying the recent pickup in developed world growth.  Over the last quarter, demand for loans has 
picked up across the developed world, especially from households; even in Europe’s periphery where 
credit conditions are weakest, loan demand is not contracting as fast as it previously was.  The 
strength in loan demand reported by banks is especially notable given that these surveys mostly took 
place after the rise in rates over the past few months, suggesting that the flow-through of higher rates 
to credit demand has so far been modest.  Credit standards are easing very gradually from relatively 
tight levels, allowing the increase in loan demand to translate to moderate credit creation, although 
credit growth is still low relative to pre-crisis levels when credit standards were easy.  This pickup in 
credit has contributed to the pickup in growth we’ve seen across the developed world.  

The picture of improving credit conditions is consistent across the developed world, although wide 
divergences remain between countries, reflective of the ongoing divergences in their deleveraging 
paths.  The US is furthest along in its deleveraging due to sufficient stimulation in recent years, and 
US credit conditions continue to normalize, with strong loan demand led by households and credit 
standards gradually easing.  The UK has recently enjoyed a material pickup as well, led by 
households which have been responsive to recent stimulus efforts in the housing market.  In Japan, 
where aggressive stimulus has recently ramped up, the improvement in loan demand seems to have 
slowed, raising questions about how the BoJ’s efforts are likely to flow through to the economy.  
Credit demand remains weakest in Europe, especially in the periphery, but banks are reporting some 
improvement consistent with a slowing pace of deleveraging. 

The charts below show aggregate loan demand and credit standards, as reported by developed world 
banks.  As described above, loan demand is picking up while funding conditions remain stable.  

Loan Demand Improving Across the Developed World 

Across the developed world as a whole, banks report that household credit demand has picked up to 
its highest levels in a decade.  This picture of households’ desire to borrow and spend rather than 
save is consistent with the pickup in developed world growth, which has been led by improving 
household demand.  Household balance sheets have improved significantly over the past five years 
of deleveraging, increasing creditworthiness, and rising wealth levels and low rates have made 
households more willing to take on new debts.  The improvement in corporate demand has been 
much more muted.  Earlier in the recovery businesses had better access to credit markets than 
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households, borrowed more substantial amounts and retained a lot of the cash on their balance 
sheets.  Businesses’ loan demand is mediocre now as businesses usually respond to end demand 
from households so there is a normal lag between a pickup in household demand and business 
borrowing.  Also, businesses are exposed to emerging world demand, which has been weaker, so 
they may not need to borrow much in order to respond to a pickup in demand.  

The improvement in household demand for loans has been broad-based.  Demand is rising the 
fastest in the UK, where the “Help to Buy” program and other incentives are making mortgage loans 
especially attractive.  There is a similar dynamic in the US, where housing continues to recover after 
years of healing, and so far banks haven’t reported any slowdown in demand for mortgages since 
rates have risen.  Core European banks also report a rapid increase in loan demand.  Japanese 
credit demand has continued to pick up a bit but remains moderate.  The only region in the developed 
world where household loan demand is contracting is Europe’s periphery, and even there, banks are 
reporting some improvement from the rapid pace of contraction earlier this year. 

Zooming in on Japanese households’ demand for loans, it appears that the improvement in Japanese 
households’ desire to borrow may be stalling a bit.  Following the BoJ’s announcement of easing, 
confidence rose and households look to have increased their desire to spend. Now as the BoJ’s 
announcement is further in the past, this boost to confidence may be fading, and it remains to be 
seen whether the BoJ’s stimulation will flow through to boost household demand.  As we described in 
our April 11th Observations, “The BoJ’s Challenge”, we expect it will be hard for the BoJ to stimulate 
household spending directly. 

Household Credit Demand

-60%

-50%

-40%

-30%

-20%

-10%

0%

10%

20%

30%

40%

00 02 04 06 08 10 12

More demand

Less demand

Corporate Credit Demand

-60%

-50%

-40%

-30%

-20%

-10%

0%

10%

20%

30%

00 02 04 06 08 10 12

More demand

Less demand

Household Credit Demand

-100%

-80%

-60%

-40%

-20%

0%

20%

40%

60%

2004 2005  2006  2007  2008  2009  2010  2011  2012  2013  

US UK Eur Core Eur Periph Japan

More demand

Less demand
Slower contraction in periphery

Pickup in US, UK, core EUR and 

to a lesser extent Japan

ASRS | IC | 8-30-13 | #3 EM Forum | 98



10 
Bridgewater® Daily Observations 08/07/13 

Corporate demand across the developed world looks more mediocre.  Businesses are only increasing 
their loan demand in the US and the UK, where they may be starting to respond to the pickup in 
household demand.  Japanese businesses have slowed their loan demand despite the boost they’ve 
received to their profitability and competitiveness from the lower yen, raising questions about the 
effectiveness of the BoJ’s stimulation so far.  Loan demand in Europe is extremely weak across both 
the core and the periphery, although demand in the periphery is contracting less rapidly than it was 
earlier, in line with the slowing pace of deleveraging.  

In Europe, business demand for loans is weak, as businesses have little interest in spending on fixed 
investment or inventories.  The modest improvement in business loan demand in the periphery is 
coming from Spain, where the pace of deleveraging has slowed a bit, and banks report that Spanish 
businesses are modestly more likely to borrow for M&A and are no longer cutting capex spending as 
rapidly.  It is notable that French banks report a plunge in business loan demand for capex despite 
some improvement in growth over this period, although there is more demand for expanding 
inventories and M&A.  Across Europe, the most meaningful driver of loan demand remains 
companies borrowing in order to restructure their existing debts (as shown by the green lines in the 
charts below).  
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Factors Affecting Corporate Loan Demand 

The pickup in loan demand in the UK is especially notable since the recent stimulus efforts have been 
targeted at household mortgages rather than at businesses, and we’d be surprised if businesses 
responded to household demand to this extent at such a fast pace.  In fact, banks note that the 
largest driver of loan demand is coming from M&A, while loan demand to finance real economic 
activities such as fixed investment and inventories is more mixed.  
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Global Bank Credit Standards are Gradually Easing  

Across the developed world, banks’ willingness to make loans has been pretty stable recently, as 
standards continue to ease gradually from very tight levels.  On a level basis, credit standards are 
likely still tight after banks pulled back globally during the financial crisis.  

Conditions remain worst in Euroland, although the improvement in periphery banks’ funding 
pressures since Draghi’s pledge last summer has flowed through to some stabilization from very tight 
levels.  Standards continue gradually easing in the US and the UK, although we remain concerned 
that banks’ reporting of credit standards in the UK isn’t representative of what’s actually happening 
given that banks are under significant regulatory pressures.  Japanese banks never tightened much 
over the crisis period.  

Overall, we believe that outside of Europe, developed world banks are much more willing and able to 
make loans to creditworthy borrowers than they were a few years ago, and credit standards continue 
to ease gradually.  Rising loan demand in this environment is creating some improvement in credit 
creation, supporting developed world growth.  For credit creation to continue to support growth going 
forward, credit standards must continue to ease from current levels or businesses will have to be 
more responsive to the recent pickup in demand.  
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investment decision.  This report is not an offer to sell or the solicitation of an offer to buy the securities or other instruments 
mentioned. 

Bridgewater research utilizes data and information from public, private and internal sources.  External sources include the 
Australian Bureau of Statistics, International Energy Agency, Investment Management Association, International Monetary 
Fund, National Bureau of Economic Research, Organisation for Economic Co-operation and Development, United Nations, US 
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Global Financial Data, Inc., Global Trade Information Services, Inc., Haver Analytics, Inc., Markit Economics Limited, Mergent,
Inc., Moody’s Analytics, Inc., MSCI, Paramita Tecnologia Consultoria Financeira LTDA, Property and Portfolio Research, Inc., 
RealtyTrac, Inc., RP Data Ltd., SNL Financial LC, Standard and Poor’s, Thomson Reuters, TrimTabs Investment Research, 
Inc.  and Wood Mackenzie Limited.  While we consider information from external sources to be reliable, we do not assume 
responsibility for its accuracy. 

The views expressed herein are solely those of Bridgewater as of the date of this report and are subject to change without 
notice.  Bridgewater may have a significant financial interest in one or more of the positions and/or securities or derivatives
discussed.  Those responsible for preparing this report receive compensation based upon various factors, including, among 
other things, the quality of their work and firm revenues. 
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Key Economic Forecasts 

 

2012E 2013F 2014F 2012 2013F 2014F 2012E 2013F 2014F 2012E 2013F 2014F

Global 2.9 3.0 3.9 3.3 3.1 3.5 0.0 0.0 -0.1 -4.0 -3.6 -2.9

US 2.2 2.2 3.2 2.1 2.1 2.6 -3.1 -3.0 -3.2 -6.9 -5.2 -3.6

Japan 1.9 2.1 0.8 0.0 -0.1 2.2 1.1 1.1 2.2 -9.6 -9.5 -7.7

Euroland -0.6 -0.6 1.0 2.5 1.6 1.6 1.3 1.7 1.6 -3.7 -3.0 -2.5
Germany 0.7 0.1 1.5 2.1 1.7 1.8 7.0 7.0 6.9 0.2 -0.3 -0.1
France 0.0 -0.6 1.1 2.2 1.4 1.5 -2.3 -2.2 -1.9 -4.8 -3.8 -3.3
Italy -2.4 -1.8 0.9 3.3 1.8 1.6 -0.5 0.0 0.4 -3.0 -3.5 -3.0
Spain -1.4 -1.6 0.5 2.4 1.9 1.3 -1.1 0.5 0.3 -10.6 -6.6 -5.8
Netherlands -1.0 -0.5 0.8 2.8 2.6 1.7 9.9 8.2 8.0 -4.1 -3.8 -3.0
Belgium -0.3 -0.3 1.0 2.6 1.4 1.6 -1.4 0.5 1.0 -3.9 -3.0 -3.0
Austria 0.8 0.8 1.6 2.6 2.3 2.0 1.8 2.2 2.4 -2.5 -2.3 -2.1
Finland -0.2 -0.3 1.0 3.2 2.3 2.2 -1.8 -0.8 -1.0 -1.9 -2.3 -1.8
Greece -6.4 -4.5 0.5 1.0 -0.3 -0.1 -3.4 -2.0 -1.0 -10.0 -4.9 -3.7
Portugal -3.2 -2.2 0.8 2.8 0.5 1.2 -1.8 1.0 1.5 -6.4 -5.6 -4.4
Ireland 0.9 0.5 1.7 1.9 1.2 1.4 4.9 3.5 4.0 -7.6 -7.7 -5.5

Other Industrial Countries
United Kingdom 0.3 0.5 1.8 2.8 3.0 2.6 -3.7 -3.1 -2.5 -7.8 -7.1 -6.4
Sweden 1.2 1.3 2.3 0.9 1.0 1.5 6.9 6.5 6.0 -0.7 -0.5 0.0
Denmark -0.5 0.3 1.5 2.4 2.0 2.0 5.8 5.0 4.5 -4.4 -2.5 -2.0
Norway 3.0 2.2 2.6 0.7 1.8 2.0 14.1 14.0 13.0 10.1 10.5 10.0
Switzerland 1.0 1.0 1.5 -0.7 0.2 0.6 13.6 10.5 10.0 0.3 0.5 0.5
Canada 1.8 2.1 3.0 1.5 2.4 2.3 -2.6 -1.9 -1.3 -1.4 -1.1 -0.7
Australia 3.6 2.3 3.3 1.8 2.2 2.3 -3.7 -2.4 -2.5 -2.1 -1.5 -1.7
New Zealand 2.5 2.4 2.5 1.1 0.9 1.6 -5.0 -4.0 -5.4 -4.3 -2.8 -1.1

Emerging Europe, Middle East & Africa 2.8 2.9 3.7 5.0 5.1 4.8 1.4 1.1 0.2 -0.8 -1.1 -0.7
Czech Republic -1.2 0.7 2.8 3.3 2.0 2.0 -2.4 -2.3 -2.4 -4.4 -3.2 -2.7
Egypt 2.2 3.4 5.0 8.9 8.3 8.8 -3.1 -3.3 -2.9 -10.8 -10.0 -8.0
Hungary -1.7 -0.2 1.6 5.7 2.6 3.1 1.6 1.2 0.5 -2.0 -2.7 -2.6
Israel 3.1 3.5 3.3 1.7 1.0 1.9 -0.1 1.5 1.8 -4.2 -4.7 -3.2
Kazakhstan 5.0 6.0 6.2 5.1 6.4 6.3 3.8 5.8 5.2 3.9 5.3 4.8
Poland 1.9 0.8 2.5 3.7 1.3 2.2 -3.5 -2.3 -3.1 -3.9 -3.6 -3.3
Romania 0.7 2.3 2.6 3.3 5.0 3.9 -3.9 -3.5 -3.4 -2.9 -2.5 -2.0
Russia 3.4 3.1 3.5 5.2 6.8 5.6 4.1 3.4 1.5 -0.1 -0.9 -0.6
Saudi Arabia 6.8 3.7 4.4 2.9 3.7 3.6 22.7 16.8 14.6 13.7 9.4 8.8
South Africa 2.5 2.1 3.4 5.7 5.8 5.2 -6.3 -5.8 -4.4 -5.0 -4.7 -3.6
Turkey 2.2 4.1 5.0 8.9 7.3 5.9 -6.0 -6.0 -7.3 -2.4 -2.0 -1.8
Ukraine 0.2 2.7 3.5 0.6 1.0 5.2 -8.2 -5.6 -4.8 -2.5 -1.8 -1.6
United Arab Emirates 3.9 3.3 3.6 0.7 1.3 2.0 11.7 13.6 14.3 8.4 9.5 9.8

Asia (ex-Japan) 5.9 6.2 7.3 3.8 3.3 4.1 1.3 1.2 1.0 -2.6 -3.0 -2.5
China 7.8 7.9 8.8 2.6 2.6 3.5 2.4 2.0 1.6 -1.6 -2.1 -1.5
Hong Kong 1.5 3.5 5.0 4.1 3.7 3.4 1.1 7.6 8.3 3.1 2.6 3.2
India 4.1 4.9 6.5 7.5 5.4 5.7 -5.1 -4.2 -3.5 -7.4 -7.5 -7.3
Indonesia 6.2 6.0 6.0 4.3 6.4 6.5 -2.8 -3.3 -1.9 -1.8 -1.8 -2.1
Korea 2.1 2.5 4.1 2.2 1.7 3.1 3.8 2.8 1.8 1.5 -0.2 0.3
Malaysia 5.6 5.0 6.0 1.7 1.9 2.6 6.1 4.1 5.8 -4.5 -4.2 -4.2
Philippines 6.8 7.0 6.0 3.1 3.1 4.2 2.9 4.7 5.7 -2.3 -1.8 -1.5
Singapore 1.9 2.5 4.5 4.6 2.4 3.0 18.6 14.8 15.2 6.6 7.3 6.9
Sri Lanka 6.4 7.0 7.5 7.6 7.5 6.5 -6.6 -4.5 -3.7 -6.4 -6.5 -6.2
Taiwan 1.3 2.7 4.6 1.9 1.2 2.2 10.5 10.6 7.6 -2.8 -2.9 -1.7
Thailand 6.5 5.0 5.0 3.0 2.2 2.6 0.7 1.8 0.6 -3.5 -3.0 -1.9
Vietnam 5.2 5.3 5.8 9.3 6.9 9.3 3.6 0.6 -0.5 -6.0 -5.5 -4.5

Latin America 2.8 2.8 3.6 7.8 8.3 8.4 -1.4 -1.8 -1.8 -2.6 -2.4 -2.2
Argentina 1.2 1.5 1.6 24.0 25.7 27.6 1.2 0.1 0.8 -3.5 -3.1 -3.3
Brazil 0.9 2.4 3.1 5.4 6.4 5.6 -2.4 -3.1 -3.0 -2.5 -3.1 -3.3
Chile 5.6 4.7 5.2 3.0 1.8 2.6 -3.6 -4.0 -2.8 0.6 -0.9 1.0
Colombia 4.0 4.2 5.0 3.1 2.6 2.9 -2.9 -3.2 -3.3 -1.4 -1.2 -1.1
Mexico 3.9 2.9 4.1 3.7 3.7 3.7 -0.8 -1.0 -1.2 -2.2 -1.8 -1.5
Peru 6.3 6.1 6.3 3.7 2.5 2.4 -3.1 -3.5 -3.7 1.9 1.4 1.3
Venezuela 5.6 0.9 2.4 23.8 24.8 26.9 2.5 3.2 2.8 -10.2 -5.3 -3.5

Memorandum Lines: 1/

G7 11.4 1.4 2.3 1.9 1.8 2.3 -1.3 -1.1 -0.9 -6.0 -5.1 -3.9
Industrial Countries 11.2 1.2 2.1 1.9 1.7 2.2 -0.8 -0.6 -0.6 -5.7 -4.7 -3.6
Emerging Markets 44.7 4.9 5.8 4.8 4.6 5.0 0.8 0.6 0.4 -2.2 -2.5 -2.1
BRICs 55.7 6.0 7.0 4.3 4.2 4.5 0.4 0.2 -0.1 -2.8 -3.2 -2.9

1/ Aggregates are PPP-weighted within the aggregate indicated. For instance, EM growth is calculated by taking the sum of each EM country's individual growth 
rate multiplied it by its share in global PPP divided by the sum of EM PPP weights. 

Real GDP (%) Consumer Prices (%, pavg) Current Account (% GDP) Fiscal balance (% GDP)

Source: Deutsche Bank 
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Emerging Markets and the Global Economy in the Month Ahead 

� The current exit from EM is more technical than 
fundamental in nature, though soft EM activity data 
have certainly contributed and could still 
accentuate the extent of this sell-off. 

� With the US recovery now on a firmer footing, the 
risks to EM growth should be contained. But the 
ride may be bumpier for some than for others as 
the Fed starts to scale back its asset purchases. 

� With lower leverage levels, EM remains 
systemically less vulnerable to tighter funding than 
most DM economies. We would not therefore 
expect this round of deleveraging to resemble the 
flight-to-quality and contagion-driven sell-offs of 
1998, 2002, and 2008. 

� Instead, as is normally the case in technical sell-
offs, we expect improving valuation to 
counterbalance outflows in the next few months. 

� EM FX remains the weakest asset class on still low 
growth and global trade. We maintain a long USD 
bias especially in Asia and expect intra EM 
performance to follow different degrees of 
resistance to FX weakness and funding or political 
vulnerabilities. 

� Value has been restored in rates, but we favor 
reduced duration and the short end of curves that 
have underperformed and where central banks are 
least likely to respond to FX weakness with higher 
policy rates (e.g. Mexico, Colombia, Israel, Hungary 
and South Africa).  

� In Asia FX, buy 3M USD/CNH calls, and 3M 
USD/CNH versus USD/CNY NDFs. Keep core longs 
in USD/IDR, USD/PHP, USD/MYR, and USD/THB. In 
EMEA, buy RUB basket or RUB/HUF, and TRY/ZAR. 
In LatAm, position for outperformance of BRL and 
MXN vs. CLP and COP. Buy 3M 2.12 USD/BRL put 
with 1.95 KO financed with short 3M USD/BRL call 
at 2.45. 

� In rates, pay China 2Y/5Y repo IRS spread and HKD 
5Y/10Y spread. Position for MYR 2Y/5Y IRS to 
steepen and for SNG 5Y swap spread to widen. In 
ZAR, receive 2Y and enter TRY 1s5s flatteners. In 
HUF, receive 3x6 FRA in HUF, and add 2s10s 
steepeners. In LatAm, enter CLP 2s5s flatteners 
and long 2Y breakeven. In Colombia and Mexico, 
receive in 2Y. 

� In credit, we believe the market has overshot 
fundamentals, but we remain cautious given the 
risk of a further rise in volatility and the threat of 
sustained fund outflows. We recommend 
remaining overweight Mexico, but underweight 
Brazil, Peru, Venezuela, South Africa.  We also 

recommend selling basis in Mexico, Colombia and 
Turkey. 

EM adjusts to tightening liquidity 

The past month marked the beginning of another key 
stage of this crisis with the Fed signaling that the 
tapering is near and that exit is in sight. In our view, it 
may still take almost two years before rates are raised 
and liquidity is meaningfully withdrawn, but as the best 
(or the most) of accommodation seems now behind us, 
global markets started to reposition accordingly. Since 
QE has aimed at incentivizing investors into riskier 
markets, EM has been hit hard. That EM growth has 
turned a lot less appealing at this juncture has certainly 
contributed to the ongoing deleveraging, but the recent 
price action has been mainly technical in nature. This 
move has not been limited to EM, of course, as the 
swings in the yen, the Nikkei, and EUR strength have 
shown. But after years of substantial inflows (chart), 
EM seemed particularly exposed and – in our view – it 
still remains vulnerable to additional legs of global 
portfolio relocations. 

Another inflection in the trend 
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If history is a good guide and this relocation happens 
amid growth recovery, markets will likely have to brace 
for a few additional tense weeks or maybe months 
before consolidation. Under this backdrop we believe 
the risks to EM growth fundamentals to be contained, 
though the ride may be bumpier for some than for 
others. Adjustment may be more challenging in 
countries with large external deficits (mainly in EMEA) 
or which have seen rapid increases in leverage in an 
environment of low rates (mainly in Asia). Currency 
depreciation will add to inflationary pressures, but the 
starting point is generally a benign one. Few countries 
are under any immediate pressure to raise rates though 
further easing in some cases may now be deferred. 
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US: The beginning of the beginning 
Recent data and the latest policymakers’ statements 
signal that this time is indeed different. In contrast with 
the aborted recoveries of the previous years, the latest 
releases and statements suggest that the US economy 
and Fed policy are finally (though still gradually) turning 
the corner. More structurally, the recovery in housing is 
strengthening: Prices have increased 10+% oya, single-
family homes available are near historical lows, 
foreclosures are approaching normal rates, and 
affordability remains high despite recent increases in 
rates. Consequently, the pace of mortgage applications 
remains upbeat. In addition, households’ net worth has 
almost fully recovered while their financial obligations 
now hover around all-time lows. As banks (whose 
profitability has been restored) are no longer 
deleveraging, consumer credit is growing.   Altogether, 
the private sector seems on much better footing (as 
reinforced by the latest consumer surveys) to weather 
the ongoing deleveraging in the public sector. In 
addition, as a silver lining for sequestration, state and 
local governments  (which are about 50% larger than 
the federal government) are benefitting from increasing 
revenues and we expect the recent contraction in their 
outlays to reverse in the near term. 

Payroll revisions are cyclical 

Source: BLS, Haver Analytics & DB Global Markets Research 

Looking beyond these structural improvements, the 
higher-frequency indicators are also encouraging. The 
latest nonfarm payroll (175k) has dropped below its 
194k six-month average, but this was expected on 
seasonal factors. More importantly, nonfarm payrolls 
tend to be revised up when the economy is growing 
(chart above), and – since 2011 – this has happened 
with three out of four releases and the average upward 
revision has been 65k. The pockets of weakness seem 
concentrated in manufacturing and exports, but there 
are some signs of improvement (chart below). Vehicle 
sales are trending up and near pre-crises levels 
(possibly explaining the surge in Chicago PMI in the 
chart), oil production is cyclically strong, while lumber 
output seems poised to accelerate on strong housing 
starts. Retail traffic suggests that manufacturing is 

holding up, with some improvement in so far lackluster 
exports. The latter is also confirmed in the new export 
orders subcomponent of the ISM. 

 Production surveys still in soft patch mode 

Source: ISM, FRB, PMI, Haver Analytics & DB Global Markets Research 

What next? We expect the Fed to cut its current 
USD85bn purchases (of which, USD40bn mortgage-
backed) by USD25bn (USD10bn in mortgages and 
USD15bn in UST) starting in September and then 
reduce the remaining USD60bn of purchases over the 
next FOMC meetings so that QE is terminated by 
March of 2014.  This assumes that payroll gains remain 
significantly above 200k and that unemployment 
averages 7%. After this tapering is completed, we 
expect the Fed to reinvest the proceeds of its portfolio 
for at least 3-4 quarters before allowing for the natural 
amortization of its holdings if the economy remains on 
a strong footing. We see the Fed relying on term 
deposits and repos to reduce excess reserves shortly 
before tightening rates, which we expect to take place 
during H1 2015. 

EU: Policy- and reform-shy 
Europe is back to reactive mode, as it seems satisfied 
with its mediocre growth prospects. Although, in 
principle, it is desirable to smooth the fiscal cycle in the 
short term while securing sustainability with structural 
reforms over the longer haul, Europe’s “fiscal realism” 
in isolation seems poised to achieve what other 
populist economic slogans do. Bear in mind that Italy’s 
debt/GDP is rising a few points this year and there 
seems no credible turning point in sight. The situation 
is similar in France, where extra slack is also pushing 
its debt up. Spain is joining the 100+ club while the 
assumed stress case scenario for its banks becomes 
the actual baseline scenario. 

Under this backdrop, the ECB will likely stay the course, 
resorting to conventional monetary policy as it sees the 
ball now in the Treasuries’ courts. It would rather see 
credible signs of structural change, and less reluctance 
from Germany is funding the SRM (or substantial 
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economic deterioration) before taking more decisive 
steps toward non-conventional measures such as 
negative deposit rates and supporting SMEs via 
securitization. After all, the ECB’s OMT has already 
proved very successful, as shown by EU’s tight spreads 
vs. EM of similar credit metrics – too tight, in our view, 
even if global liquidity is only gradually withdrawn. 

DB expects the ECB to cut the refi rate to 25bp, while 
keeping the depo rate at zero in July or August. The 
ECB did acknowledge low inflation, but it has 
highlighted the help from lower commodity prices and 
the positive impact on real income and thus demand. 
This and some improvement in surveys such as PMIs 
and IFO underpin the slight improvement in ECB’s 
growth forecasts (table).  

Slightly higher growth amid low inflation 

release

date: 2013 2014 2013 2014

ECB staff (Mar'13) 07-Mar-13 -0.5 1.0 1.6 1.3

Deutsche Bank 22-Mar-13 -0.6 1.0 1.6 1.6

IMF WEO 16-Apr-13 -0.3 1.1 1.7 1.5

European Commission 03-May-13 -0.4 1.2 1.6 1.5

Survey of Prof. Forecasters 09-May-13 -0.4 1.0 1.7 1.6

Consensus Economics 13-May-13 -0.5 0.9 1.6 1.6

Reuters Polling Unit 14-May-13 -0.5 1.0 1.5 1.6

ECB staff forecasts, Jun 2013

-- Mid-points 06-Jun-13 -0.6 1.1 1.4 1.3

-- change vs. Mar'13 -0.1 0.1 -0.2 0.0

GDP, % HICP, %

Source: Deutsche Bank, ECB, IMF, EC, Consensus Economics Inc, Reuters 

All in all, the EU seems poised to muddle through at 
best. Although the May PMIs remained mostly in 
recession zone, the composite indicator improved 0.8 
points to 47.7, with services moved slightly up though 
still lagging. The improvement was led by 
manufacturing, while softness in services continued to 
reflect deleveraging and depressed domestic demand – 
a situation unlikely to change anytime soon. More 
encouragingly, new orders outperformed while orders-
to-inventories exceeded 1.  

EM: Adjusting to lower external liquidity 
Beyond the immediate focus on the end of asset 
purchases by the Fed, market sentiment towards 
emerging markets is also being negatively affected by 
lingering concerns about the outlook for China, which 
would have negative repercussions for commodity 
markets. Tighter liquidity conditions in the US, a 
stronger dollar, reduced cross-border financing flows, 
weak growth in China, and softer commodity prices, 
would indeed be a toxic combination for emerging 

markets although some would welcome cheaper 
commodity prices. But we remain more optimistic than 
the consensus view on the outlook for the Chinese 
economy.  

To be sure, Chinese GDP growth in Q1 (7.7% YoY) was 
marginally lower than expected and more recent data, 
including industrial production and the PMI surveys, 
have also been on the disappointing side. We attribute 
this to anti-corruption measures taken earlier this year, 
ongoing inventory destocking, and a slower than 
normal transmission of credit extension into economic 
growth. These factors should begin to fade as we move 
into the second half of the year, and indeed recent 
retail sales data suggest that consumption may already 
be starting to recover. We still expect growth to pick 
up, therefore, albeit somewhat later than we had 
previously envisaged. We have accordingly revised 
down our growth forecasts, but only moderately, to 
7.9% in 2013 and 8.8% in 2014.  

We have revised down our EM growth forecasts 
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India’s economic performance has been subdued. GDP 
growth was again below trend in Q1 at 4.8% YoY, 
industrial production grew by just 2.0% YoY in April, 
and the May PMI survey measure declined to a barely 
expansionary 50.1. The good news is that inflation 
continues to decelerate and this should pave the way 
for a further three 25bps rate cuts this cycle, though 
the sharp fall in the rupee in recent weeks might rule 
out another cut as early as this month.  

Growth in Brazil has also fallen well short of 
expectations so far this year. GDP grew by 0.6% QoQ, 
mainly reflecting weak household consumption and a 
large negative contribution from net exports. Reflecting 
this, as well as an overall deterioration in Brazil’s 
macroeconomic fundamentals, we have lowered our 
GDP growth forecast for this year to 2.4% from 3.0% 
and, for 2014, to 3.1% from 3.8%.  
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Weak growth, rising inflation, and a widening current 
account deficit, had all suggested that Brazil had 
reached the limits of its consumption-oriented growth 
model. As we discuss later in this EM Monthly, 
however, there are signs of a change in policy direction 
(see “Brazil: QE Tapering Requires Plan B”). The 
prospect of Fed tapering has prompted a renewed 
emphasis on tackling inflation (rates were hiked by 
50bps last month) and an easing of capital controls 
with the removal of the IOF tax on foreign investments 
in fixed income instruments. This is helpful although 
the fiscal stance is still too loose, which will increase 
the burden on monetary and exchange rate policy to 
curb inflation and reduce domestic absorption. 

The Russian government is contemplating how to 
stimulate its flagging economy, which has been 
growing at an annualized rate of 1.3% for the last two 
quarters. Few concrete measures have so far been 
agreed. This is undoubtedly disappointing as far as the 
structural reform agenda goes, which holds the key to 
greater foreign investment and higher growth. But the 
decision to leave monetary and fiscal stances more or 
less unchanged is more welcome given the need to 
build credibility in these areas.  

These and other emerging markets are still reacting to 
the recent selloff in EM asset markets and the prospect 
of further reductions in external financing flows as 
extraordinary liquidity provision by the Fed draws to a 
close. As we discuss later in this EM Monthly (see 
“Capital flows to EM: ample but (mostly) not alarming”), 
aggregate capital flows to emerging markets have 
accelerated in the last year or so but are still well below 
the levels seen in 2010. There has, however, been a 
shift in the composition of flows towards portfolio 
investments, especially in bond markets, where foreign 
participation hit record levels in some cases earlier this 
year.1 Recent movements in exchange rates seem to 
reflect this, weakening most in countries that received 
significant shorter-term inflows over the last year or so 
(chart). Fundamentals seem to have mattered less. 

Weaker exchange rates will add to inflationary 
pressures though the starting position is generally a 
benign one given weak growth and softer commodity 
prices. In most cases, therefore, there is little 
immediate pressure to raise rates, though we could see 
rate cuts deferred in some cases (e.g. South Africa)  

While rising bond yields have already had a disruptive 
impact, this has essentially been a capital flows issue. 
But as markets anticipate an imminent change in short-
term rates in the US, then interest rates on bank loans -
- typically linked to money market rates rather than 

                                                           

1 We consider the increase in foreign participation in EMEA government 
debt markets in more detail later in this EM Monthly, see “EMEA 
government debt: who holds it (and will they keep it)?” 

bond yields -- will start to rise. The relevant issue then 
is less a capital flows-related question and more a 
question of understanding where rising interest rates 
will have the greatest potential impact on debt 
servicing costs and on growth. Increases in private 
sector debt have been the greatest in emerging Asia, 
most significantly in China, although there have also 
been some notable increases in Brazil, Turkey, and 
Poland. Given that debt levels tend also to be higher in 
emerging Asia, this region may face the greatest threat 
to domestic demand growth and asset prices over the 
coming year or so as borrowing costs rise.   

Change in credit to the private sector (2007-12) 
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Gross financing flows and recent EM FX performance 
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Strategy: Value restoration as backstop 

The performance pattern of the previous month has 
shown clear signs of technical – rather than 
fundamental – deleveraging. The correlation with UST 
has collapsed; EM assets have plunged while US 
equities held up reasonably well, and local rates – the 
main recipient of funds this year – have 
underperformed. That EM activity data have been soft 
and valuations were tight to start have certainly 
contributed and they could still accentuate the extent 
of this sell-off. 

However, we doubt these technical jitters could take a 
serious toll on fundamentals. Despite some 
deterioration, emerging economies are still – 
systemically – a lot less vulnerable to tighter funding 
and currency adjustments2. Indeed, we believe that G3 
economies provide a natural backstop in the sense that 
they are a lot more exposed to anything but a mild 
pace of tightening. Therefore, we don’t expect this 
round of de-leveraging to resemble the flight-to-quality, 
contagion-driven sell-offs of 1998, 2002, and 2008. 
Instead, as it is normally the case in technical sell-offs, 
we expect improving valuation to counterbalance 
outflows in the next few months to come. 

The anatomy of a technical sell-off 
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A simple inspection of outstanding stocks and flows 
into EM over the years suggests that EM asset prices 
have not yet reached bottom, despite increasing signs 
of overshooting – especially in credit and local rates. As 
the charts below show, the unwinding in local and hard 
currency debts has been severe. However, the 

                                                           

2 Moreover, a good part of the skepticism about EM’s low growth 
prospect owes to complacency under a backdrop of plentiful liquidity. We 
should expect EM policymakers to respond to this changing reality as they 
have in the past. 

magnitude of outflows in previous episodes of 
significant rises in US yields over the past decade 
suggests that it is too soon to sound the all clear. 

As outflows have not yet shown convincing signs of 
abating, we still favor staying long USD. Under this 
backdrop, we expect USD/MYR, USD/THB, and 
USD/PHP to rise further. As the carry trade unwinds, 
we favor long USD/CNH. In LatAm, COP and CLP 
should face less resistance from central banks and we 
expect them to underperform BRL and MXN. In EMEA, 
we maintain a constructive tone in RUB and favor HUF 
and CZK as funding currencies. We believe downside in 
ZAR is now more limited than in TRY. 

Outflows may not have reached bottom yet 
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In rates, value has been restored, but further outflows 
may continue to weigh on duration, in particular. We 
favor selective receivers in the short end of Colombia, 
Mexico, Hungary, and South Africa. We favor flatteners 
in Turkey and Chile, while – in Brazil – the 
underperformance in the belly of the curve seems 
overdone. In credit, we believe the market has overshot 
fundamentals, but we remain cautious given the risk of 
a further rise in volatility and the threat of sustained 
fund outflows. We recommend remaining overweight 
Mexico, but underweight Brazil, Peru, Venezuela, South 
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Africa.  We also recommend selling basis in Mexico, 
Colombia and Turkey. 

EMFX: Still the weakest link 
We are of the view that EMFX is essentially undergoing 
a technical deleveraging with already some clear signs 
of overshooting (especially in ZAR, as usual). In 
contrast with EM rates and credit, however, EMFX 
fundamentals – ranging from unappealing valuation, 
lackluster growth, and depressed global trade – are 
weaker and they should limit the retracement we 
expect once deleveraging subsides. Under this 
backdrop, valuation has not yet become appealing 
enough to counterbalance outflows and hedging of 
foreigners’ holding of local fixed income and equity 
investments (more on this below). 

Therefore, we expect some central banks to step up 
intervention to limit the pass-through to inflation. 
Indonesia has joined Brazil in tightening monetary 
policy and we think Turkey is most likely to follow. We 
believe that South Africa will avoid this path given how 
vulnerable domestic demand is, but cutting rates is out 
of the question for now. In our view, direct FX 
intervention (by reinstituting rules-based FX 
mechanisms) is more likely in Mexico, while we expect 
Brazil to be most forceful in containing BRL weakness 
via both rates and direct intervention – now that 
commodities in local currency are near the highs post-
Lehman crisis and inflation is hurting the president’s 
popularity. We also expect limited tolerance for 
weakness in RUB, where CPI has doubled over the past 
year. Also supportive RUB, its shorts are the highest 
across EM, according to our metric. In contrast, 
inflation risks are a lot lower in CE3, Israel (where BoI’s 
USD purchases face improving BoP, however), and the 
Andeans, where we expect little resistance from central 
banks to FX depreciation3. 

How far could this go? Far enough to keep a long USD 
bias, it seems. If this remains technical, as we believe, 
we may have already entered the latter stage of this 
sell-off. The chart below compares performance since 
early May vs. the 2006, 2007, and 2012 sell-offs, which 
were also triggered by sharp UST re-pricings amid 
upbeat growth prospects for the US economy and after 
strong inflows into EM. Different idiosyncratic risks can 
obviously bias the distribution, but – in comparison 
with 2006 (when inflows were strongest) – the current 
sell-off is already mostly within the 5pp drawdown 
threshold shown in the chart. However, as outflows 
have not yet shown clear signs of abating, we’d still 
favor staying cautious. Although the chart suggests 
that Asia is on safer ground, we would expect 

                                                           

3 Peru may have to contain FX volatility to limit stress in corporates 
However, we see the unusual intervention in Poland as a measure to tame 
volatility rather than defend a level. 

USD/MYR, USD/THB, and USD/PHP, which are still 
relatively closer to recent lows, to rise further. 

Searching for a de-leveraging benchmark  
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Valuation – vs. fundamental drivers and vs. financial 
variables – also suggests that EMFX is overshooting, 
but the gap is not particularly high when compared to 
fundamentals. Signs of overshooting are clearer when 
regressing EMFX vs. financial drivers such as 
commodities, equities, US rates, and credit, as shown 
below. According to this metric, BRL, MXN, and INR 
stand out as cheap, while TRY seems too close to value 
given risks. Fundamentally, however, only MXN looks 
substantially undervalued. 

Hedging fixed income holding and EMFX  
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EMFX valuation is turning more appealing 
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How important are idiosyncratic factors? The first chart 
in this section indicates that hedging demand probably 
accounts for a substantial share of recent performance, 
but the wide current accounts and political issues in 
INR, IDR, TRY and ZAR have likely amplified these 
moves4. We favor long USD/IDR despite its recent rise 
and would add USD/INR longs on INR strength. The 
political situation seems particularly unstable in Turkey 
and – despite central bank liquidity tightening – we see 
TRY/ZAR peaking. The most idiosyncratic FX story in 
Asia is the RMB. We think that carry trade is bound to 
unwind, and we continue to favor long USD/CNH calls 
and 3M USD/CNH versus NDFs. 

Focusing on monetary policy differentials across EM, 
we expect Brazil’s tighter stance plus pent-up dollar 
sales to anchor the BRL vs. CLP, COP, and PEN – 
especially vs. CLP and COP where authorities seem 
most willing to accommodate additional FX weakness. 
We also expect loser monetary policy to weigh on (the 
outperformer) HUF despite its better funding situation. 
With shorts now cut but inflation reaching new lows, 
we favor CZK again as a funding currency on rising risk 
of intervention. 

Dollar weakness has also magnified intra-EM 
dispersion.  This shows in the substantial 
underperformance of LatAm vs. EMEA FX (chart). From 
the discussion above, and at this level of EUR/USD vs. 
DB’s 1.20 forecast for year-end, risk-reward in adding 
to long MXN, BRL, and RUB vs. CE3 seems attractive, 
in our view. The main risk to this trade – besides USD 
weakness – is that hedging demand escalates to 
acceleration in real outflows from these local markets.  

                                                           

4 We focus on BoP issues in separate pieces included in this Monthly. 

What if EUR strength reverses 
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What risk-reversals tell us about retracement trades? 
The chart below shows upside in short USD/EMFX for a 
fixed 5% drawdown in short 3M USD/EM zero-cost 
risk-reversals. The maximum upside is computed as the 
profit under full-reversal to “fair” according to the 
valuation chart (to the left.) According to this metric, 
INR, BRL, and MXN offer the highest potential payout 
at expiry (5-7%). However, since the assumed 
drawdown is 5%, this result suggests that risk-reward 
in such retracement trades still looks unappealing.  

Is “bottom-fishing looking attractive? 
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� Asia: Long 3M USD/CNH calls, 3M USD/CNH 
versus USD/CNY NDFs, target flat. Keep core 
longs in USD/IDR, USD/PHP, USD/MYR, and 
USD/THB. 

� EMEA: Buy RUB basket (target 35.75), or 
RUB/HUF (7.25); buy TRY/ZAR (target 5.10). 

� LatAm: Buy BRL vs. CLP (target 238): or COP 
(target:917); long MXN vs. CLP (target:40) or 
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COP (target 153). Buy 3M 2.12 USD/BRL put 
with 1.95 KO financed with short 3M USD/BRL 
call at 2.45. 

Local rates: Value at last 
After months highlighting the virtual absence of 
premium across EM curves, valuation has finally 
improved substantially. In order to assess valuation, we 
model simultaneously the dynamics of the curves (level, 
slope, and curvature) together with inflation, output 
gap, and policy rates5. We avoid including financial 
variables such as US yields, credit, and volatility to 
differentiate fundamentals from technicals. The chart 
below shows one 6M-ahead fair values under our 
benchmark macro scenario vs. 6M forward rates for 2Y 
and 10Y tenors. Negative numbers mean value in 
receiving. Consistently with what we highlighted last 
month that EM output gaps had widened and inflation 
eased, valuations seem more appealing in the shorter 
end. This is especially the case in Colombia, South 
Africa, Brazil, Israel, Turkey, and Russia. Value is more 
evenly distributed in Mexico and the estimates bode for 
flattening in Chile. 

Value restored – especially in the short end 
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However, we caution that these “fair” values assume 
that the FX depreciation of the past couple of weeks is 
temporary and won’t require a response from central 
banks – an arguable assumption especially in Turkey, 
Brazil, and South Africa.  But even when we assume 
monetary policy follows forward rates over the next 
year, we find that there is still some residual value in 
receiving. Under this scenario, Colombia, Brazil, and 
Israel still stand out, while Turkey becomes 
unappealing. Colombia 10Y receivers also seem quite 
attractive, followed by Israel. In contrast, we find that 
the 10Y tenors in Chile, South Africa, and Russia are 

                                                           

5 See the special report included in the Monthly. 

hovering near “fair” under this (in our view, stress) 
scenario. 

What is our view on central banks? Although EM 
curves are pricing steep reaction from central banks, 
we expect them to continue to prioritize growth over 
temporary inflation shocks under this backdrop. The 
central banks of Turkey, and Brazil seem most sensitive 
to FX weakness, but Brazilian authorities have signaled 
their preference for attracting portfolio inflows (by 
reducing the IOF tax) and using the country’s high level 
of reserves rather than resorting to aggressive hiking. 
Turkey is adjusting liquidity, but it may have to hike 
rates should TRY weakness build. With core inflation 
well under control and disappointing activity, Banxico 
has moved to neutral, but another 50bp of easing 
cannot be ruled out, in our view, once the currency 
recovers. Since we see Banxico favoring direct currency 
intervention over rates, we recommend fading the 
recent surge in 2Y rates. We also expect the central 
banks of Poland and Hungary to ease further as priced 
before this sell-off, as inflation is hovering near 
historical lows, FX mismatches have been reduced in 
Hungary, and the HUF has outperformed. As the chart 
below shows, however, there is more upside in short-
end receivers in Hungary. 

Central banks to deliver less than priced 
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We expect Chile to ease less than the 75bp priced, as 
domestic demand remains resilient, and we also favor 
wider inflation breakeven rates, as CLP risk seems 
mispriced. Monetary tightening appears to be 
particularly overdone in Colombia, where swaps price 
in 175bp through the end of 2014 – a magnitude 
comparable to what is priced in higher-inflation 
countries such as in Turkey, South Africa, and Brazil, 
where currencies are also more vulnerable. Regarding 
South Africa, the situation is most difficult to gauge. 
The country needs a weaker currency, but it has 
overshot fundamentals by a large margin. Since the 
SARB tends to accommodate temporary shocks, we 
expect it to remain on hold. The main risk to these 
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views is an escalation from technicals to structural de-
leveraging – a risk that we expect to be mitigated by 
gradualism from the Fed and more attractive valuation. 

Although valuation suggests that re-pricing is advanced, 
we expect investors to continue to reduce duration. 
First, risk-reward seems more appealing in the short 
end of the curves. Second, by manifesting no concern 
about the state of affairs in EM, the Fed seems unlikely 
to intervene to smooth this shock unless US markets 
weaken more significantly. Third, the evidence we have 
gathered suggests that outflows from local markets 
have been limited so far (as suggested by the second 
chart in this strategy section). These should still hold in 
Asia despite the recent correction. Stay underweight 
duration particularly in ASEAN (Indonesia, Singapore, 
and Malaysia). We also favor steepeners in Malaysia 
(2Y/5Y) and China, and to pay swap spreads in 
Singapore (5Y) and Taiwan. 

How far has de-leveraging gone? To complement the 
fundamental assessment above and shed more light on 
technical forces behind this sell-off, we repeat the 
comparison vs. 2006, 2007, and 2012 discussed in the 
FX section above. We find that in the chart below this 
latest sell-off is already comparable to the worse of 
them (2006)6. 

Idiosyncratic risk has been important, and it seems 
concentrated in the usual high yielders such as Brazil, 
Turkey, and South Africa. We favor bear-flatteners in 
Turkey, as rates are at the mercy of FX stabilization. We 
find the clearest signs of overshooting in South Africa, 
where 2Y rates have largely underperformed the 
currency in our estimation. Brazil is also overshooting 
especially in the belly, as it prices a long and persistent 
tightening cycle that we find quite unlikely. We prefer 
to wait for better fiscal prospects (as a required 
response to S&Ps negative outlook) before we 
recommend adding duration.  

                                                           

6 Data are scarce and foreign exposure to EM local rates in 2004 was too 
small to provide a good reference. 

De-leveraging may not be over yet 
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� Asia: Pay China 2Y/5Y repo IRS spread (target 
+30bp); pay HKD 5Y/10Y spread (target 
+100bp). Receive 5Y HKD rates versus US 
(target -10bp). Target MYR 2Y/5Y IRS to 
steepen to +50bp. Position for SNG 5Y swap 
spread to widen +60bp and 10Y/30Y SGS 
slope to flatten. Pay KRW 5Y IRS on dips 
below 2.8% and pay TWD 10Y swap spreads 
flat (target +10bp). 

� EMEA: In ZAR, receive 2Y SA at 6.20% (target 
5.5% outright or with OTM USD/ZAR for 
protection). Enter TRY 1s5s flattener (target 
50bps). In HUF, receive 3x6 FRA (target 3.90%). 
Also add 2s10s steepeners (target 130bps). 

� LatAm: Enter CLP 2s5s flatteners (target: 75 
bp) or buy 2Y breakeven (target 3.0%).  In 
Colombia, receive 2Y IBR (target: 3.9%) and, in 
Mexico, receive 2Y TIIE (target: 4.40%). 

Credit: Coping with the end of easy money 
The EM sovereign credit market has fallen over 7% 
since the recent high in early May, the worst 
performance since September 2011. While the rise in 
UST yields has been a significant factor behind the 
move, spreads have also risen substantially and for 
some of the (so-called) “lower-beta” credits, spreads 
have virtually doubled in the space of a month. 

This rise in credit spreads in conjunction with rising 
UST yields is a very different behavior to that which 
has thus far dominated the post-2008 market.  
However, it is justified, given that both yields and 
spreads are rising in response to expectations of Fed 
tapering and – most importantly – the injection of 
volatility back into the market. 

Although fund flows had been reasonably stable at the 
start of the sell-off, in the past couple of weeks a fairly 
strong outflow trend has begun to develop.  The key 
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question now is whether these outflows become 
sufficient to sustain the sell-off, leading to a substantial 
‘overshoot’ of EM credit spreads, relative to what 
would be justified by the change in the market 
environment. 

In one of this month’s special reports (EM Credit: 
Coping with the end of easy money) we explore this 
question of ‘what is justified by the market 
environment’.  We present a simple model which does 
a remarkably good job of explaining the evolution of 
EM BBB credit spreads over the past decade.  The 
crucial independent variables in the model are the level 
of the VIX and the number of EM sovereign 
downgrades during the past 3 months. 

A high degree of the variation in EM BBB spreads can 

be modeled using (mainly) VIX and rating downgrades 

0

200

400

600

2002 2004 2006 2008 2010 2012

Model fitted

EM BBB Z-Spread, bp

Source: Deutsche Bank 

Currently the model indicates that given the level of VIX 
and recent downgrades, the fitted level of spreads for 
EM BBB is 137bp, roughly 40bp tighter than the 
current market level.  The table below illustrates the 
key sensitivities of the model. Unless we see several 
sovereign downgrades over the coming months, EM 
BBB already prices in VIX rising to around 26 (from 
18.6).  Conversely, if the VIX were to remain at current 
levels, we could see 10 different EM sovereigns 
downgraded in a three-month period to justify the 
current level of EM BBB spread.  Such an intensity of 
downgrades was in fact reached in Q4 last year, 
although this was the only time in the past decade, 
other than 2008-09, in which the pace of downgrades 
was this strong. 

The model provides us with a simple framework to 
ascertain whether the magnitude of the recent rise in 
spreads is justified or to what extent it has ‘overshot’. 
With the model residual at +40bp, it does suggest that 
there has been some overshoot.  This residual is close 
to the post-2008 high (a limit which has been tested 
multiple times without breaking).  However, we believe 

that the VIX is likely to rise further and the risk of 
sustained outflows increases the chance of further 
overshoot in the near term. Hence while we would be 
happy to argue that EM spreads offer value at current 
levels, we would caution against going long until we 
can be sure that the recent acceleration in outflows has 
subsided. 

A further rise in VIX, or additional sovereign 

downgrades could justify current spreads 

VIX
14 18 22 26 30

Number of 0 102 124 146 168 190
Sovereign 2 112 134 157 179 201

Downgrades 4 123 145 167 189 211
in past 6 133 155 178 200 222

3-months 8 144 166 188 210 233
10 154 176 199 221 243  

This table shows the model-impled level of EM BBB spreads for varying 

VIX and number of sovereign downgrades (over the preceding 3-month 

period). 

The highlighted point indicates the latest level of the two inputs, the line 

indicates the current market spread (and hence implied combinations of 

VIX and number of downgrades.) 
Source: Deutsche Bank 

We believe that the relatively binary nature of the 
environment for EM credit provides us with a useful 
angle for country selection.  Broadly speaking we can 
consider two scenarios: 

� A. Fund outflows continue, leading to forced selling 
by real-money funds and a further overshoot in EM 
credit spreads. The likelihood of closed primary 
markets then begins to impact fundamentals for 
those countries more reliant on external financing. 

� B. The feared outflows do not materialize, 
expectations of imminent Fed tapering ease, the 
market rebounds.  Credits which have sold off the 
most (on a vol-adjusted basis) are the first 
beneficiaries of the rebound. 

Usefully, we believe that a number of countries would 
face an asymmetric response to these two scenarios, 
particularly given that relative moves in the recent sell-
off appear to have been driven more by technicals than 
fundamentals.  This asymmetry (discussed in the 
special report) guides our country recommendations. 

Another interesting feature of the sell-off has been the 
relative behavior of CDS and bonds.  Given the initial 
catalyst for the sell-off was the rise in UST yields and 
the fear that this would lead to outflows, given the 
negative total return impact on real-money portfolios, 
one might expect that cash bonds would have carried 
the brunt of the adjustment, with CDS being more 
immune.  In fact, the reverse has taken place, with CDS 
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spreads rising further, leading to a widening in the 
basis across the board. 

10y basis has widened by 20bps on average since the 
end of May, pushing the basis level close to the top end 
of the past one-year range. The move is most notably in 
Colombia, Mexico, Panama and Peru, where 10Y basis 
has widened by 30 to 40 bps over the past a couple of 
weeks.  Ultimately we believe this basis widening will 
be short-lived.  If CDS protection has been bought due 
to fears of fund outflows driving spreads higher, then 
when those outflows materialize bonds will have to be 
sold (to validate the rationale for the trade) and the 
relative lack of liquidity in the cash market should lead 
to a compression in the basis.  Conversely, if the 
market rebounds, then the hedge would be less viable 
and should be squeezed out.  This view leads us to 
recommend selling basis in a few curves (below). 

Summary of recommendations: 

� Overweights: Mexico 

� Underweights: Brazil, Peru, Venezuela, South 
Africa 

� Basis trades: Sell Colombia 10Y CDS vs 23s; Sell 
Mexico 10Y CDS vs 22Ns; Sell Turkey 5Y CDS vs 
18s. 

� Curve trades: Long Turkey cash curve flattener via 
23s vs 41s 

� Other:  Long PDVSA 14s;  Switch from 27s to 26s 
in Venezuela; Switch from Global 17s to Discounts 
in Argentina; 

Drausio Giacomelli, New York, +1 212 250 7355 
Robert Burgess, London, +44 20 7547 1930 

Marc Balston, London, +44 20 7547 1484
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Capital flows to EM: ample but (mostly) not alarming 

� It is barely ten weeks since we were worried about 
a new wall of money heading to emerging markets 
on the back of quantitative easing by the Bank of 
Japan and lingering doubts about the strength of 
US recovery. This sentiment has entirely reversed 
in recent weeks, in particular since markets have 
begun to price the end of Fed asset purchases.  

� The extent to which unconventional monetary 
policies in core markets have fuelled capital flows 
to emerging markets remains debatable. We 
cannot resolve this issue here. But we can identify 
where the tide of flows to emerging markets has 
risen to exceptional levels and may therefore be 
most likely to reverse. 

� Aggregate capital flows to EM have in fact been 
quite modest over the last year or so, barely half 
the levels seen during the surge in flows to EM in 
late 2010. But the composition of these flows has 
continued to shift, away from bank financing 
towards portfolio investment, especially in EM debt 
markets.  

� At a country level, we have seen particularly strong 
portfolio and other investment flows to Chile, 
Mexico, South Afrrica, Thailand, and Turkey. Recent 
movements in exchange rates seem to reflect this, 
weakening the most in countries that have received 
significant shorter-term inflows over the last year 
or so. Fundamentals seem to have mattered less.  

Introduction 

What a difference a month or two makes. It is barely 
ten weeks since the Bank of Japan launched its 
aggressive new quantitative easing program. The 
following day, a shockingly low March payroll number 
triggered expectations of extended easing from the US 
Fed. A few weeks later, the ECB cut rates for the first 
time in almost a year. On the back of these 
developments, there was much talk of a new wall of 
money heading to emerging markets, currency wars, 
and potential tightening of controls on capital inflows.  

This sentiment has entirely reversed in recent weeks as 
markets have begun anticipate the tapering of Fed 
asset purchases, better data in Europe has prompted a 
more hawkish tone from the ECB, and doubts have 
arisen about the impact of easing by the Bank of Japan. 
Flows into emerging markets, in particular bond 
markets, have dried up. In response, policymakers have 
already begun to change tack. Brazil, for example, has 
scrapped its IOF tax on foreign flows into its fixed 
income market. Central banks that were previously 

looking for ways to limit exchange rate appreciation are 
now intervening to support their currencies.   

A recent Fed study, for example, argues that US 
monetary expansion had no significant impact on total 
net flows to emerging markets, though it may have 
shifted the composition toward portfolio flows. The 
IMF has found that while the initial wave of Fed asset 
purchases drew money back to the US, more recent 
announcements have boosted flows to emerging 
markets. We cannot resolve these issues here. But we 
can identify whether and where the tide of flows to 
emerging markets has risen to exceptional levels and 
may therefore be most likely to reverse.7  

Flows in aggregate and by region 

We start with the big picture, excluding China from our 
analysis on the grounds that it retains extensive and 
largely effective controls on private inflows. From a 
trough in mid- to late 2011, when risk aversion spiked 
on the back of acute stress in the euro area, net capital 
flows to emerging markets strengthened notably last 
year. But they are still relatively modest compared to 
past inflow episodes, running at 2% of recipient GDP 
by late last year compared with around 4% of GDP 
prior to the global financial crisis and at the peak of the 
immediate post-crisis recovery period.  

The composition of flows has also shifted. The recent 
recovery has been largely driven by net portfolio 
investment (i.e. equities and debt securities). Foreign 
direct investment into emerging markets has been 
relatively stable albeit a little lower than pre-crisis levels. 
Other investment flows (including deposits and bank 
loans) remain slightly negative, as one would perhaps 
expect given ongoing deleveraging by many banks in 
developed markets.  

                                                           

7 See “Capital Flows to Emerging Market Economies: A Brave New 
World?”, Ahmed and Slate, US Federal Reserve (2013); and 
“Unconventional Monetary Policies – Recent Experience and Prospects”, 
IMF (2013).    
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Net capital flows to EM (ex-China) 
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So far, we have focused on net flows, i.e. the sum of 
foreign purchases of emerging assets (“gross inflows”) 
and purchases of foreign asset by residents of 
emerging markets (“gross outflows”). But foreign and 
domestic investors are motivated by different factors 
and may not necessarily respond in the same way to 
global factors such as the normalization of Fed policy. 
Gross foreign inflows have been notably more volatile. 
Domestic flows have tended to move in the opposite 
direction, e.g. domestic residents in emerging markets 
reduced the pace of their foreign asset purchases 
during the global financial crisis, which helped to 
mitigate the impact on net flows from the sharp 
reduction in inflows from foreigners. The recent pickup 
in net capital inflows has been driven by higher foreign 
inflows with very little increase in outflows from 
emerging markets.  

Gross flows to and from EM (ex-China) 
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In terms of the composition of gross foreign inflows, 
the pattern is much the same as the net position 
presented earlier. Aside from the relative stability of 
foreign direct investment inflows, the main feature is 
the shift in composition away from bank lending and 
deposits which drove the surge in inflows before the 
last crisis towards portfolio inflows during the post-
crisis period.  

Gross capital inflows into EM (ex-China)  
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While gross inflows as a whole are still well below the 
peaks reached in previous surges, foreign inflows into 
debt and equity markets are running above pre-crisis 
levels and not far short of the peaks reached in 2010. 
Flows into the sample of emerging markets covered 
here, for example, reached USD 310bn in 2012 
compared with a peak of USD 356bn in 2010. Whereas 
the split between equity and debt markets was 
relatively even until early 2010, inflows since then have 
been driven largely by fixed income investors although 
there was also an acceleration of flows into equity 
markets last year.  
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Gross portfolio inflows into EM (ex-China) 
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As ever, aggregate figures can always mask important 
differences in flows across countries. But by region at 
least, the pattern has been remarkably similar in the 
last couple of years, with flows into each area picking 
up last year to about 5-6% of regional GDP. We have 
not seen a repeat of the big discrepancies in flows by 
region prior to the last crisis, when significant cross-
border bank lending pushed flows to EMEA to 
extraordinary levels relative to Asia and Latin America.  

Gross capital inflows into EM by region 

-2.0

0.0

2.0

4.0

6.0

8.0

10.0

12.0

14.0

16.0

Q4-04 Q4-05 Q4-06 Q4-07 Q4-08 Q4-09 Q4-10 Q4-11 Q4-12

EMEA LatAm Asia (ex-China)

Rolling four-quarter sum (% GDP)

Source: Haver Analytics, Deutsche Bank 

The main area where we do see some differences by 
region is flows into EM debt markets (sovereign and 
corporate), which have been running at record levels in 
Latin America over the past couple of years. Flows into 
Asian debt markets have been more moderate though 
by no means weak. Flows into EMEA debt markets 
have been more volatile but picked up strongly in 2012.  

Portfolio flows into EM bond markets 
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Flows by country 

Equity markets 
At a country level, the picture is inevitably much more 
varied, as we summarize in the accompanying charts, 
in each case showing the current level of inflows for 
each country against: (a) the range of flows since 2005; 
and (b) the peak in flows reached during the immediate 
post-crisis rebound in flows. We look first at foreign 
purchases of EM equities, where flows have generally 
been quite modest over the last year, though there are 
some exceptions: 

� In Latin America, foreign inflows into the Chilean 
market are running at record levels. Flows into 
Colombia and Mexico are also at historic peaks 
though the scale of inflows (relative to GDP) is 
significantly lower than in Chile. In contrast, 
Brazilian equities used to be the main attraction in 
the region but have more recently lost their shine. 

� Within EMEA, flows into Turkey prior to recent 
protests were running at their highest levels since 
mid-2005, but for all the hype surrounding this 
market, the scale is still quite modest at about 
0.7% of GDP. South Africa, on the other hand, is a 
market that has seen truly significant foreign flows 
into the equity market in recent years but where 
foreigners have actually been net sellers of equities 
over the past year. 

� In Asia, foreign inflows into the Indian equity 
market are relatively significant at 1.3% of GDP 
though still less than half of the peak reached in 
early 2010. Flows into the Philippines are the 
highest they have been since before the crisis but 
still only 0.7% of GDP.  
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Foreign portfolio flows into EM equities 
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Source: Haver Analytics, Deutsche Bank 

Bond markets 
As noted above, foreign purchases of EM debt 
securities have been especially strong over the last 
couple of years. This is of course evident at a country 
level, where foreign inflows are running close to, and in 
some cases above, recent historic peaks.  

� Flows into Mexico have been particularly strong, 
running consistently above 3% of Mexican GDP 
from mid-2010 onwards and peaking at 6% of GDP 
late last year. Chilean bond markets have also seen 
strong foreign inflows albeit not quite reaching the 
peaks of early 2011.  

� In EMEA, foreign purchases of Turkish bonds 
reached record levels (4.4% of GDP) earlier this 
year. Flows into Poland, Romania, South Africa, 
and Ukraine have also been relatively strong. Flows 
into Russia have hit recent peaks but are smaller in 
scale relative to the size of the Russian economy.  

� Foreign inflows into Asian bond markets have been 
more moderate on average but are still running at 
over 1% of GDP in Indonesia, Korea, and the 
Philippines, and have hit record levels in Thailand 
at over 3% of GDP. (Inflows into Malaysia have 
also been large though we do not have enough 
detail to separately identify foreign purchases of 
debt and equity securities.)  

Foreign portfolio flows into EM debt securities 
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These inflows into local bond markets not only create 
potential balance-of-payments vulnerability but also 
pose a risk of disruptive rises in bond yields if foreign 
investors sell.  In Asia, for example, foreign investors 
recently owned 47% of Malaysian government debt, 
34% of Indonesian government local debt, and about 
20% or a little less in Thailand and South Korea.  In 
Indonesia and Malaysia, where foreign investors have 
bought substantially more than 100% of net bond 
issuance in recent years, their absence would pose a 
considerable challenge to debt managers. We see 
similar issues in Mexico, where foreigners own almost 
half of local bonos, and in EMEA, where foreigners 
own some 25-40% of local debt in Hungary, Poland, 
South Africa, and Turkey (see “EMEA government 
debt: who holds it (and will they keep it)?”) later in this 
EM Monthly for more details on the latter. 

Bank lending and other investment flows 
Finally, we look at other investment flows, where the 
pattern is quite varied from country to country and 
relative to the recent range of other investment inflows. 
On average these flows have been quite modest. 
Indeed foreigners are continuing to withdraw money 
from EM through this channel in central European 
countries, consistent with ongoing deleveraging by 
major western European banking groups – a pattern 
confirmed by both data on syndicated loans and 
recently released BIS data on cross-border bank flows 
through the end of last year.   

But we have seen significant other investment inflows 
in a few cases, notably Turkey (mainly external 
borrowing by banks) and Ukraine (mainly corporate 
borrowing). Outside of EMEA, these inflows have also 
been quite strong in India, Thailand, and especially 
Taiwan.  
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Other investment flows into EM 
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Market impact 

We now consider whether the scale of recent inflows 
has had any bearing on the recent selloff in EM asset 
markets. Looking at movements in EM FX markets 
since Bernanke indicated on May 22 that the Fed could 
soon begin to reduce its asset purchases, we find that 
countries that received the largest portfolio and other 
investment inflows over the preceding year did indeed 
tend to see the biggest depreciations in their exchange 
rates (see chart below).  

Gross inflows and recent EM FX performance  
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Hungary is an interesting case in point. The forint has 
been remarkably resilient during the recent selloff. 
Some of this is simply a reflection of the strength of the 
euro. Its resilience is nevertheless surprising given the 
country’s large external financing requirements, 
chronically low growth rate, and the prospect of further 
rate cuts. Hungary is, however, the country where 

shorter-term foreign inflows have been the weakest, in 
fact substantially negative over the last year. Put simply, 
there may have been less hot money than elsewhere to 
flow out. 

What is also striking about the recent trends in 
currency markets is how irrelevant current account 
balances have been. The Philippines, for example, has 
a current account surplus of about 5% of GDP, India 
has a deficit of about 4%, and yet the peso and rupee 
have depreciated by similar amounts since May 22.  
This is a reminder that during periods of exceptional 
swings in investor sentiment, fundamentals may not 
matter for much. 

There are of course myriad other factors in play. The 
Czech koruna, for example, is used as a funding 
currency and has therefore performed unusually well 
over this period. Others, notably Brazil, have seen 
significant currency weakness despite receiving only 
relatively moderate inflows, mostly reflecting market 
size and liquidity but also a deteriorating fundamental 
story. But in general, a strong incoming tide of foreign 
flows over the last year or so has been associated with 
relative FX weakness in recent weeks.  

 

Robert Burgess, London, (44) 20 7547 1930 
Gustavo Cañonero, New York, (1) 212 250 7530 
Michael Spencer, Hong Kong, (852) 2203 8303 
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EMEA government debt: who holds it (and will they keep it)? 

� Foreign ownership of local currency debt markets 
reached new peaks earlier this year across much of 
EM. While there are good reasons to think that 
foreign participation in these markets will remain 
significant, the selloff in local rates markets in the 
last couple of weeks indicates that investors are 
clearly nervous about the impact of reduced asset 
purchases by the Fed.  

� We therefore try to present a clearer picture of who 
holds this debt in the main EMEA markets, 
distinguishing between foreign and domestic 
owners and then separately identifying, within 
these groups, the holdings of the official sector, 
banks, and the rest of the private sector. 

� We find that total foreign ownership (including 
official loans) of general government debt varies 
widely, from less than one-fifth of the total stock in 
Egypt, Israel, and Russia, to a peak of two-thirds of 
Hungarian debt. Foreign private creditors own 
almost half of general government debt in Hungary 
and Poland and around one-third in South Africa 
and Turkey. 

� We also identify the holdings of central 
government debt by market of issuance, i.e. 
domestic or international. For the region as a whole, 
foreign holdings of government debt securities are 
split roughly evenly between local and international 
issuances. But this varies a lot by country. Foreign 
participation in local markets is very limited in 
Ukraine, for example, although international 
issuance has been significant. At the opposite end 
of the spectrum, foreign holdings of locally-issued 
South African debt are almost four times the size of 
South Africa’s international placements.  

� Finally, we consider whether domestic banks 
would be able to accommodate a sharp reduction 
in foreign holdings of government debt. The scale 
of foreign holdings in some countries, notably 
Hungary and Poland, is such that it would be very 
difficult for domestic banks to absorb significant 
sales by foreign creditors without severely 
crowding out other credit extension. There may be 
greater scope for in Russia, where domestic banks 
own relatively little government debt and foreign 
holdings are also quite modest in scale. 

Introduction 

The landscape for emerging market sovereign 
borrowers has changed dramatically over the past two 
decades. Borrowing in foreign currency and associated 
balance sheet mismatches were prominent features of 
the emerging market crises of the 1980s and 1990s. 

Since then, better economic policies, stronger public 
finances, lower and more stable inflation, and the 
concomitant development of local capital markets, 
have enabled many emerging market sovereigns to 
borrow increasingly in their own currencies. For 
example, the share of emerging market government 
debt securities issued domestically rather than in 
international markets, a reasonable proxy for share of 
borrowing in local versus foreign currency, has risen 
from less than 70% in the crisis-punctuated mid-90s to 
over 90% in recent years. This has in turn enabled 
many countries to pursue more effective 
countercyclical macroeconomic policies in recent years 
as monetary policies became more geared to output 
and not currency stability.8 

A second and more recent phenomenon has been the 
increase in amount of domestically issued debt bought 
by foreign investors. This development pre-dated the 
global financial crisis but has, if anything, become an 
even more prominent feature of the landscape in the 
years since. In South Africa, for example, the share of 
marketable domestically-issued government debt 
owned by foreigners climbed from 10% at the end of 
2008 to 30% by the end of last year. 

The reasons behind this rising foreign demand have 
been less well understood but likely reflect several 
interrelated factors, including: the search for higher 

                                                           

8 There are exceptions to this general trend. Several emerging European 
countries, for example, accumulated large foreign currency liabilities in the 
middle of the last decade, which were then painfully unwound as the 
global financial crisis hit and sources of foreign currency funding dried up. 
More recently, the government of Ukraine has borrowed mainly in foreign 
currency to finance itself. 

South Africa: rising foreign participation in domestic 
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yields, especially in the context of very low returns in 
traditional markets; the potential for currency gains; 
improving economic fundamentals in many emerging 
markets; and concerns about the sustainability of 
sovereign balance sheets in many developed markets. 

Views also differ on whether the rising share of foreign 
ownership is a good thing or a new source of 
vulnerability for EM. The broader investor base offered 
by increased foreign participation should in theory help 
reduce borrowing costs and there is some evidence to 
support this. On the other hand, local currency bonds 
are a risky asset class for foreign investors, potentially 
introducing a new element of volatility into domestic 
bond markets if these investors enter and exit these 
markets in response to global risk sentiment.9 

The global financial crisis provided the first real stress 
test of the stability of foreign appetite for domestically-
issued debt. There was a reduction in foreign demand 
during this period, but a comparatively modest one. 
Among the EMEA countries for which we have data 
spanning this period, the share of foreign ownership 
declined from 30% in mid-2008 to a low of 27% by 
mid-2009. However, foreign participation in most of 
these markets was still in its relatively early stages 
going into the crisis and has increased significantly 
only since then. The jury is therefore still out on the 
durability of this shift, i.e. whether it is largely structural 
in nature or simply a reflection of abundant liquidity 
and very low interest rates in advanced economies. The 
withdrawal of stimulus by the Fed and other major 
central banks will therefore represent another major 
test for these markets. The selloff in local rates markets 
in recent weeks on the back of speculation that the Fed 
is about to begin scaling down its asset purchases 
within the next few months suggests that investors are 
indeed nervous about the outcome.  

With this in mind, it would be good to have a sense of 
where the pressure points may lie. Unfortunately, the 
quality of data has not kept pace with the evolution of 
the issuance and ownership structure of emerging 
market debt. Our goal in the rest of this note is 
therefore to present a picture of who owns government 
debt in the main EMEA economies as comprehensive 
and consistent as data availability allows. 

Determining ownership 

Our first aim is fairly simple – to distinguish between 
the foreign and domestic ownership of government 
debt and then to further dissect these elements into the 

                                                           

9  In a study of ten emerging markets, Pereis (2010) finds that a 1% 
increase in the share of foreign ownership of local currency debt is 
associated with a 6 basis point reduction in yields but has no impact on 
volatility. 

holdings of the official sector, banks, and the rest of 
the private sector. This gives us six separate categories 
of creditor: the foreign official sector, foreign banks, 
foreign private sector nonbanks, the domestic official 
sector, domestic banks, and domestic private sector 
nonbanks.10  

This disaggregation is simple enough in principle but, 
in practice, reporting conventions and the availability of 
data differ significantly from country to country. Some 
countries, for example, report foreign debt as debt that 
is issued in foreign jurisdictions, regardless of who 
actually owns the debt, i.e. foreigners or domestic 
residents. As we have highlighted, foreigners now hold 
large amounts of domestically issued debt. Conversely, 
in some countries, domestic residents also own 
internationally issued debt securities. We have tried 
wherever possible to correct for these differences11. 

We also present a breakdown of holdings of central 
government debt securities by market of issuance, i.e. 
domestic or international. This dimension provides 
some useful insights given the importance of issuance 
location (and governing law) in assessing the extent of 
local capital market development, the relevance of 
exchange controls, and the feasibility of debt 
restructuring. As noted above, the split between 
international and domestic issuance is also a proxy for 
the currency denomination of debt – albeit an imperfect 
one as some countries (notably Egypt, Ukraine, and 
Romania) issue dollar debt locally and a few are able to 
issue internationally in their own currencies.  

Finally, before we present the results, a word on 
terminology. Debt can be defined variously by: (i) its 
place of issuance, i.e. whether it is issued in the 
domestic or international market; (ii) its ownership, i.e. 
whether it is owned by (domestic) residents or 
(external) nonresidents; and (iii) its currency, i.e. 
whether it is denominated in foreign or local currency. 
The term “foreign” debt is often used loosely to mean 
any of debt issued in international markets, debt 
denominated in foreign currency, or debt owned by 
nonresidents. We use the latter definition, i.e. we 
define foreign debt explicitly as debt that is owned by 
nonresidents, regardless of where it was issued or the 
currency in which it is denominated. 

                                                           

10  Our approach is adapted from a similar exercise undertaken for 
advanced economies debt by Arslanalp and Tsuda (2012). For those 
interested in the details, the precise definitions of these series, the sources 
of data that we use, and the key adjustments and estimates that we need 
to make, are outlined in an appendix to this note. 
11 The additional disaggregation by sector requires some proxy. And there 
are some issues that we are simply unable to resolve at this stage, such as 
the use of derivatives (e.g total return swaps and credit linked notes) 
through which foreign investors get exposure to some local currency debt 
markets but which are recorded as domestically-owned debt. 
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Who owns EMEA government debt and 
from which markets? 

General government debt by creditor 
The structure of ownership of general government debt 
as of December 2012 is summarized in the table and 
charts below. Detailed time series for each country are 
shown in an appendix to this note. The following 
elements are apparent from these estimates: 

Foreign creditors 
� The importance of foreign ownership varies widely, 

from 15.4%, 19.7% and 18.1% in Egypt, Israel, and 
Russia at one end of the spectrum to a peak of 
66.9% in Hungary.  

� The foreign official sector is a key creditor for a few 
countries. Egypt has been a major recipient of 
bilateral loans for several years. Hungary, Romania, 
and Ukraine were the recipients of large 
multilateral support packages following the global 
financial crisis.  

� The largest exposures to foreign private creditors 
are recorded in Hungary and Poland where they 
account for 48.5% and 46.8% of total gross debt, 
followed by South Africa and Turkey at 33.8% and 
30.6% respectively.  

� Foreign nonbanks are generally bigger creditors 
than foreign banks, with the exceptions of Romania 
and Turkey where the split is a bit more even. 

Domestic creditors 
� Central bank financing is mostly limited with the 

notable exceptions of Ukraine and, especially, 
Egypt where the central bank now owns over 20% 

of a large stock of government debt. 

� Domestic nonbanks are a bigger source of finance 
in countries with bigger local institutional investor 
bases like South Africa, Israel and to a certain 
extent Russia. Elsewhere, banks are the main 
source of domestic financing. 

Dissimilar debt holding patterns in the region 
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Ownership decomposition of gross government debt, Dec 2012, billions of USD [% of GDP] 

 Central Bank  Domestic  
Banks 

Domestic 
Nonbanks 

Foreign Official 
Loans 

   Foreign   
Banks 

Foreign 
Nonbanks 

 Total 

         

Czech Republic 0.0 [0%] 42.8 [22%] 20.7 [11%] 6.4 [3%] 6.9 [4%] 15.6 [8%]  92.3 [47%] 

Egypt 45.1 [17%] 86.0 [32%] 38.0 [14%] 27.9 [10%] 1.2 [0%] 1.6 [1%]  199.9 [74%] 

Hungary 0.6 [1%] 21.5 [17%] 11.4 [9%] 18.6 [15%] 6.3 [5%] 42.9 [34%]  101.3 [81%] 

Israel 4.6 [2%] 15.8 [7%] 122.6 [51%] 11.4 [5%] 1.2 [0%] 22.6 [9%]  178.1 [74%] 

Poland 0.0 [0%] 68.7 [14%] 67.1 [14%] 16.4 [3%] 14.6 [3%] 119.2 [24%]  286.1 [58%] 

Romania 0.0 [0%] 20.7 [12%] 11.9 [7%] 20.0 [12%] 4.5 [3%] 9.1 [5%]  66.2 [39%] 

Russia 12.2 [1%] 94.1 [5%] 109.6 [5%] 4.4 [0%] 12.6 [1%] 30.8 [2%]  263.7 [13%] 

South Africa 1.0 [0%] 38.0 [10%] 62.8 [16%] 2.1 [1%] 6.9 [2%] 46.2 [12%]  157.0 [41%] 

Turkey 4.6 [1%] 118.9 [15%] 58.1 [7%] 23.7 [3%] 31.1 [4%] 59.6 [8%]  295.9 [38%] 

Ukraine 14.7 [8%] 9.2 [5%] 16.8 [10%] 11.1 [6%] 1.7 [1%] 12.6 [7%]  66.1 [37%] 
         

EMEA (subset) 82.8 [2%] 515.8 [11%] 518.9 [11%] 141.9 [3%] 87.0 [2%] 360.2 [7%]  1706.6 [35%] 
 

Source: Haver Analytics, Deutsche Bank 
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Ownership by market of issuance 
We now look at ownership by the market of issuance, 
using recently redefined BIS data on debt securities. 
This covers central government debt only, which can 
be an important issue for some countries (e.g. Russia 
where local governments account for more than one-
third of general government debt). The following key 
points stand out: 

� For the region as a whole, foreign holdings of EM 
government bonds are split almost evenly between 
local (USD 217bn) and international market 
issuances (USD 230bn). But there are some quite 
large differences between countries. 

�  At one end of the spectrum, foreign participation 
in local markets is very limited in Ukraine, Romania, 
Israel, and Egypt. Relative to the size of its overall 

debt market, Ukraine has a hefty presence on 
international markets, which account for a little 
over 40% of total debt issuance and almost all of 
foreigners’ exposure – foreigners own less than 
USD 1bn of domestically issued debt. The pattern 
is similar though less accentuated in Romania, 
where international issuance accounts for 26% of 
total debt and foreigners own less than 5% of 
locally-issued securities. Egypt has never placed 
significant amounts in international markets and 
foreigners quickly exited the domestic market 
following the revolution in early-2011. 

� Russia and the Czech Republic are intermediate 
cases. Most foreign exposure is still through 
international placements, which are, respectively, 
roughly 1.5x and 2x the amount of locally issued 
Russian and Czech debt held by foreigners. 

� Foreign participation in domestic markets is 
highest in Hungary, Poland, South Africa, and 
Turkey. Foreigners hold about 55% of total 
government debt securities (split more or less 
evenly between domestic and international 
placements) in Hungary and Poland, the only two 
countries in our sample where locals hold less than 
half of the total. Foreigners also own local and 
internationally-issued Turkish debt in roughly equal 
amounts. This leaves South Africa, where foreign 
holdings of locally-issued debt are almost four 
times the size of international placements. 

� Finally, thanks to detailed data on the ownership, 
we know that domestic banks in Turkey own 5% of 
internationally-issued Turkish debt. In the absence 
of similar data in other countries, we have assumed 
that this share elsewhere is zero but there could be 
some cases where, as in Turkey, domestic banks 
own small amounts of internationally-issued debt. 

Dissimilar choices in markets of issuance 

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

CZ EG HU IL PL RO RU ZA TR UA EMEA

0%
100%

CZ EG HU IL PL RO RU ZA TR UA EMEA

International Market - Foreigners Domestic Market - Foreigners

Domestic Market - Residents International Market - Residents

Source: Haver Analytics,  Deutsche Bank 

Debt securities by market of issuance and residency of holders, Dec 2012 

 Domestic market  International market Ratio 

 Residents Foreigners  Foreigners Residents [International / 

 USD bn [Share] USD bn [Share]  USD bn USD bn Domestic] 

Czech Republic  54.7  [87%]  8.3  [13%]  17.5 n/a [0.28] 

Egypt  116.7  [100%]  0.1  [0%]  2.8 n/a [0.02] 

Hungary  35.7  [61%]  23.0  [39%]  23.7 n/a [0.40] 

Israel  143.0  [95%]  6.9  [5%]  16.8 n/a [0.11] 

Poland  120.4  [66%]  61.4  [34%]  70.0 n/a [0.39] 

Romania  29.8  [96%]  1.4  [4%]  11.2 n/a [0.36] 

Russia  95.5  [84%]  17.8  [16%]  25.6 n/a [0.23] 

South Africa  101.5  [71%]  41.8  [29%]  11.4 n/a [0.08] 

Turkey  165.7  [75%]  55.3  [25%]  35.4 15.9 [0.23] 

Ukraine  22.8  [97%]  0.7  [3%]  16.3 n/a [0.69] 
         

EMEA (subset)  885.8  [80%]  216.6  [20%]  230.5 15.9 [0.22] 
 

Source: Haver Analytics, Deutsche Bank 
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Potential vulnerabilities 
Having constructed our data set, we can try to 
determine whether different creditor groups have 
indeed behaved differently during recent periods of 
market stress. We do not yet have enough data to 
undertake a rigorous systematic analysis of this 
question. But looking at the behavior of different 
creditor groups over the last few years, we find some 
signs that foreigners repatriated their funds at the peak 
of the global financial crisis, replaced by official 
creditors (local central banks and foreign official loans), 
to then reappear and gain some sizeable ground (10% 
of ownership) against domestic private creditors over 
the course of the last 3 and a half years. 

Looking in more detail at the case of Poland, one of the 
few countries for which we have a relatively long 
history of data, we consider whether some creditors 
have played a more stabilizing role than others based 
on the correlation between changes in debt stocks and 
changes in yields. Negative correlations indicate that 
creditors tend to reduce their holdings when yields rise, 
thus amplifying the selloff. Based on these correlations, 
we can rank different creditors from the least to the 
most destabilizing as: the domestic central bank, 
domestic nonbanks, domestic banks, foreign banks 
and foreign nonbanks. Arslanalp and Tsuda (2012) find 
a similar ranking of creditors in their study of 
developed markets, though in their case, domestic 
banks and nonbanks actually play a stabilizing role (i.e. 
correlations are positive) whereas we find these groups 
are hardly reactive to change in yields in Poland.  

Finally, we provide a very rough metric of the extent to 
which domestic banks would be able to accommodate 
a sharp reduction in foreign holdings of government 
debt. In the chart below, we show domestic bank 
holdings of government debt as a share of total bank 
assets and have then added foreign holdings on top of 
this. For the latter, we have shown private and official 
holdings separately to highlight those countries that 

will, at some stage, also need to wean themselves off 
support from foreign official creditors. With the 
exception of Egypt, domestic banks generally hold less 
than 20% of their assets in their “own” government 
debt. But the scale of foreign holdings in some 
countries, notably Hungary and Poland, is such that it 
would be very difficult for domestic banks offset 
significant sales by foreign creditors without severely 
crowding out other credit extension. This is especially 
true in those cases where official support will also need 
to be unwound. At the other end of the scale, there 
may be greater scope for domestic banks to 
accommodate some reduction in foreign positions in 
Russia, where domestic banks own relatively little 
government debt and foreign holdings are also quite 
modest in scale. 

What if ‘local bid’ were to come on the line 
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Methodological appendix 

We apply a systematic framework which hinges on 
official international sources (Joint Debt Hub of the 
IMF/BIS/WB, BIS security statistics, locational and 
consolidated debt series, IMF International Finance 
Statistics and WEO) so as to use common cross 
reference points for the various countries. The derived 
picture, cross-checked with national data sources, 
allows a comparison across sovereigns, through time. 

Government consolidated gross debt and valuation 
Our reference data are general government 
consolidated gross debt series which captures the 
aggregate exposure of a sovereign to its creditors. The 
“general government” terminology means that the 
series are inclusive of central (or federal) government, 
local governments and social security debt claims. The 
debt numbers are on consolidated basis, i.e. netting out 
the cross-holdings between entities composing general 
government. 

In terms of reporting valuation, no consensus has 
emerged in the literature. Since most of the published 
data is made available in nominal terms and because of 
the difficulty of marking to market various types of 
claims we gather all our debt data at face value. For 
series reported at market value, although no 
conversion measure is available on systematic basis, 
several studies12 conclude of no statistically significant 
discrepancy between the two measures so that we do 
not impose an adjustment. 

External debt 
We follow the IMF definition of external debt which 
considers the non-residents holding of any form of 
governmental debt. The joint IMF-BIS-WB hub data 
JEDH offers harmonized numbers which we match 
with local source data. Most countries declare their 
external figures following the prescribed criterion, with 
notable the exception of Turkey and to a certain extent 
Israel for which we reconstruct the series by hand. 

Foreign official loans 
First, as expected from an EM perspective, we confirm 
from the CPIS database (table 6.2) that debt cross 
holdings by other countries’ central banks are 
negligible. Then, the joint database offers a measure of 
long term and short term loans which is inclusive of 
commercial loans. We correct for this extra inclusion 
thanks to local data (eg USD 2bn worth of bank loans 
in Ukraine outstanding from 2010Q2 to 2012Q3). 

                                                           

12 We ran a comparative exercise with the Israeli data which is produced 
by the Bank of Israel in nominal terms, and the Central Bureau of Statistics 
at market value, and reach the conclusion that the discrepancy in valuation 
between the two measures is not statistically significant in our sample. 

Foreign bank holdings and implied foreign nonbank 
To estimate the holdings of international banks of local 
government debt, we use a proxy variable13 built from 
the consolidated and locational BIS data series. 
Reporting international banks disclose to the Bank of 
International Settlement their holdings of total non-
bank debt (ie public and non bank private) in each 
country of interest on locational basis (ie including 
positions between related offices)14.This first measure 
respects the residency criterion, but does not dis-
aggregate government debt from non-bank private 
debt. Hence we scale this number by taking into 
account the ratio of governmental claims to that of 
both public and non-bank private entities accounted on 
consolidated basis for banks reporting to the BIS. This 
latter data deviates from the residency criterion 
accounting rule by including worldwide-consolidated 
international financial claims of domestically owned 
banks 15 . The more similar the portfolio allocation 
between government and non-bank private debt of 
domestic banks compared to that of international 
banks, the more accurate our proxy is.   
Figures for foreign nonbank holdings are implied at this 
stage of the decomposition. 

Government debt held by residents 
The IFS database from the IMF provides quarterly data 
on local central banks and private bank holdings of 
government debt. We net out these contributions to 
deduce an estimate for holdings by non-bank residents 
of their own country governmental debt. We 
emphasize the fact that this latter number, as a residual, 
captures most measurement approximations. 

Securities 
BIS securities new framework offers data for sovereign 
security issuances on international markets for all 
countries in our sample, and total outstanding security 
issuances for a subset of countries, for which we 
complement the data with locally sourced information. 
We verify across the latter securities data and the 
former gross debt data that it is a reasonable 
approximation to assume that most of the local 
government and social security debt is held by 
domestic investors, and that foreign holdings which are 
not official loans account for domestic securities issued 
either domestically or on international markets. 

                                                           

13 The proxy variable proposed here was first introduced by the IMF Global 
Financial Stability Report (GFSR) of April 2011. 
14  External positions of reporting banks vis-a-vis non-bank sector, BIS 
Locational Banking Statistics, table 6B. 
15 Total international claims on public sector (respectively nonbank private 
sector) on an immediate borrower basis, BIS Consolidated Banking 
Statistics, table 9A.G (respectively table 9A.H). 
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Data Appendix 

Shares of Gross Government Debt by Creditors  Shares of Government Securities by Market and creditors
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Shares of Gross Government Debt by Creditors 

[continued] 

 Shares of Government Securities by Market and creditors

[continued] 
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EM Credit: Coping with the End of Easy Money 

� Taking stock of the recent sell off in EM credit in 
anticipation of an end of easy money, our analysis 
suggests there is scope for the asset class to 
underperform even further during the remainder of 
the year given both fundamentals and technicals 
reasons. The asset rotation that is negative for yield 
products in general and deterioration in EM 
fundamentals – especially vs. the US - weigh 
against EM credit.  

� While valuation of EM investment grade credits 
relative to key drivers (volatility and fundamentals) 
has significantly improved, we believe that the VIX 
is likely to rise further and the risk of sustained 
outflows increases the chance of further overshoot 
in the near term. 

� Under a stress scenario of continuation of funds 
outflows, leading to forced selling by real-money 
funds and a further overshoot in EM credit spreads, 
we see South Africa, Turkey, and Ukraine as being 
particularly vulnerable given their higher sensitivity 
to a change in international liquidity.  

� On the other hand, if feared outflows do not 
materialize, and expectations of imminent Fed 
tapering ease, we find the best retracement 
opportunities in LatAm low beta credits.  

 

Introduction 

EM sovereign credit posted a total return of almost -7% 
since the end of April, the worst since September 2011. 
Bernanke’s speech on 22 May and subsequent 
stronger-than-expected economic releases in the US 
have caused a sharp rise in US rates volatility on Fed 
taper fears, which in turn triggered a sharp widening of 
credit spreads and  bear-steepening of the curves.  

A comparison of asset class performance suggests a 
continuation of the ‘great rotation’ – with a strong US 
bias – that prevailed during Q1, albeit with a short-lived 
correction in April.   

In our last EM Monthly, dated 10 May 2013, we held a 
constructive view of the asset class, given our then 
bullish view on the US rates given soft-patch of data 
and BoJ easing. Currently, Deutsche Bank’s rate 
strategists have turned more bearish on rates. They 
believe that a return of payroll gains to an average 
monthly rate of 175k with core inflation not drifting 
lower will be sufficient for Fed to start the tapering 
asset purchases, which is likely to happen in the 

September meeting. On the back of this expectation, 
our economists see further scope for rates to normalize 
higher throughout the year.  

From our perspective, the experience of April-May 
suggests that if there is a consolidation lower in rates, 
investors will likely perceive it to be temporary. It is the 
medium-term bearish view on rates that matters more 
for the EM credit performance over the coming 
months, and as we analyze below, there is scope for 
EM credit to underperform even further during the 
remainder of the year given both fundamentals and 
technicals reasons. While we believe the valuation of 
EM investment grade credits relative to key drivers 
(volatility and fundamentals) has significantly improved 
(more on this below), the technical leg may not be over 
yet given the risk of fund outflows creating an adverse 
feedback loop. 

The ‘great rotation’ and the ‘great 
unwind’ 

In our recent EM Sovereign Credit Weeklies, we made 
note of the recent weak technicals for EM credit. The 
improvement in technicals in April appeared short-
lived, with EM hard currency debt funds incurring 
outflows of -$1.2bn since the beginning of May. YTD, 
the cumulative inflows stands at a mere $1.4bln, with 
current momentum decidedly negative.  

However, a quick look into historical data reveals an 
even deeper problem. The “flow index” chart below 
shows cumulative inflows (as a percentage of AUM), 

The ‘great rotation’ continues 
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compounded to simulate the growth in the Asset under 
Management (AUM)16, for EM hard currency, EM local 
currency, EM Equity, and various US asset classes. 
While EM local currency funds have grown 
exponentially given the low level of initial condition 
since early 2009, US investment grade corporates and 
EM hard currency funds have doubled in size since 
March 2009. US High Yield funds also saw tremendous 
growth. At the same time, US Government bonds 
(including munis and agencies) have had only 
moderate growth due to the crowding out effect of 
government purchases, US Equity funds have been 
pretty much flat, and US money market funds have 
seen steady outflows (until recently).  

There could be a lot more to be unwound 
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The story here is that EM debt funds have enjoyed 
tremendous growth after the crisis, and that growth 
has accelerated over the past two years. Entering 2013, 
however, the ‘great rotation’ started, and we began to 
observe the unwinding of the technicals strength EM 
credit (and yield products in general) had enjoyed over 
the previous one and half years. There was a correction 
to this ‘great unwind’ in April, but it did not last long.  

We use the word ‘great unwind’ here to indicate our 
belief that the weakness so far is probably just the 
beginning of a prolonged trend, which might last as 
long as the rate market continues to re-price monetary 
policy with high volatility, and until valuation of EM 
credit becomes sufficiently attractive (more on this 
below). To this end, EM credit and US IG credit are 

                                                           

16 For simplicity, we assume the weekly flows in %AUM included in the 
EPFR report can be linearly extrapolated to the entire asset class. In reality, 
we understand that the sample of survey is skewed towards retail flows.  

among the asset classes that are most at risk if 
volatility in the rate market continues. 

It is not all technicals – a refocus on the 
fundamentals 

The technicals unwind that EM credit suffered this year 
is not without some fundamental justification. The 
underperformance of EM credit can be attributed greatly 
to the position reduction of cross-over accounts, many 
of which were drawn to the asset class over the past 
couple of years given abundant liquidity and favorable 
fundamentals compared to the developed markets, 
where both the eurozone and the US were facing 
significant growth and fiscal challenges. They found in 
EM credit some quality yield enhancement. Entering 
2013, however, the perception has somewhat changed. 
Systemic risk in the eurozone diminished, and partial 
resolution of the fiscal cliff was in place in the US, where 
economic recovery appears stronger than expected. In 
EM, however, growth prospect has dimmed, forcing our 
economists to adjust downward their growth forecasts 
for many major EM economies. We have not been alone. 
The consensus forecast for BRICs GDP growth has 
dropped steadily over the course of the year (see chart 
below). 

The consensus forecast for BRICs GDP growth has 

steadily fallen through 2013 
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The BRICS are all struggling for common and also 
idiosyncratic reasons. With the softening of commodity 
prices, many EM countries need structural reforms to 
sustain their higher growth seen during the previous 
years, driven mostly by external demands. With the 
exception of Mexico and the Philippines, there has not 
been much progress on this front.  It is not unreasonable 
to argue that many EM economies are entering a painful 
adjustment period over the next couple of years. 
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Mostly downward revisions to 2013 growth forecasts 

for EM economies since December 2012  

Dec '12 Now Change
Argentina 2.1 1.5 -0.6
Brazil 3.5 2.4 -1.1
Chile 4.7 4.7 0.0
Colombia 4.4 4.2 -0.2
Mexico 3.5 2.9 -0.6
Peru 6.0 6.1 0.1
Venezuela 5.0 0.9 -4.1
Czech Republic 1.0 0.7 -0.3
Hungary 0.0 -0.2 -0.2
Israel 2.9 3.5 0.6
Kazakhstan 6.0 6 0.0
Poland 1.6 0.8 -0.8
Romania 2.5 2.3 -0.2
Russia 4.3 3.1 -1.2
South Africa 2.7 2.1 -0.6
Turkey 4.8 4.1 -0.7
Ukraine 4.0 2.7 -1.3
China 8.2 7.9 -0.3
India 6.8 4.9 -1.9
Indonesia 6.3 6 -0.3
Korea 2.5 2.5 0.0
Philippines 5.5 7 1.5

Emerging Markets 5.7 5.0 -0.7
BRICs 6.9 6.0 -0.8
US 1.9 2.2 0.2
G7 1.2 1.3 0.1
Industrial Countries 1.0 1.1 0.1

2013 Growth Forecast

Source: Deutsche Bank 

In addition, the significant deterioration in Brazilian 
corporate and banking sectors (owning to slower growth 
and government’s interventionist policies) and the blow-
up in the Mexican homebuilder sectors (more 
idiosyncratic) have also added to the worse perception 
on EM’s fundamentals. 

So even though, on average, the credit rating migration 
trend remains positive, as manifested in the recent 
ascension of the Philippines and Turkey to investment 
grade, the general perception of the EM asset class has 
deteriorated, especially relative to the US. The 
perception is only enhanced by S&P’s downward 
revision of Brazil’s outlook to negative from stable 
(while keeping rating at BBB)17.  

                                                           

17 At the same time, the agency also lowered the outlook for Petrobras and 
Elebras to negative from stable. 

In addition, there are increasing concerns amongst 
market participants on the potential deceleration (even 
reversal) of capital inflows - as a result of a potential 
withdrawal of international liquidity on the back of Fed 
taper - which many EM economies have relied heavily 
on to finance their current account deficit over the past 
few years. If a ‘sudden stop’ of flows does materialize, 
we believe some countries – especially those with a 
large CAD and a greater level of growth sensitivity to 
changes in capital flows - may face some difficult 
adjustment, impairing growth and worsening debt 
dynamics. Such argument supports a more cautious 
view on Turkey (more on this below), a credit that has 
just seen its glow of investment grade ascension 
contaminated by the ongoing political protest recently.  

Valuation: are we there yet? 

While ‘rate repricing’ is a term that has been used quite 
loosely to describe the current environment, we believe 
it is actually the anticipation of tapering, or in other 
words, the potential reduction (or deceleration in the 
growth of) of the Fed’s balance sheet, which is what 
really matters to the market. To that end, a mechanical 
rise of the base rate - provided it does not happen in a 
disruptive manner – should have only limited impact on 
the performance of credit spreads. As we have 
discussed in our recent EM Sovereign Credit Strategy 
Weeklies, during the past few major periods of 
significant rise of UST yields, we find little evidence of 
a consistent widening in EM credit, though those 
periods were mostly accompanied by deceleration of 
inflows (or even a rise in outflows). We have also 
demonstrated that measures of volatility and growth18 
are far more significant for the behavior of spreads, 
than the underlying level of UST yields. 

One of the challenges we face with trying to model the 
‘fair value’ of EM spreads to account for the impact of 
tighter US monetary conditions is that the data we 
have for EM (investment grade) only covers one cycle. 
However, we have previously shown that the 
relationship between EM and US corporate spreads – 
over cycles – is relatively strong.  We can therefore use 
the more extensive history we have for the US 
corporate market to better understand credit market 
dynamics and then extrapolate this to EM. 

                                                           

18 In the latest EM Sovereign Credit Weekly, we showed that EM BBB 
sovereign spreads could be modelled using a combination of the USD 
Gamma Index (implied vol in US rates markets) and the ratio of the copper-
to-gold price (to proxy growth), the relationship having an r-squared of 0.8.  
Adding 10Y UST yields to the model did nothing to improve the fit. 
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The past 23 years have witnessed several Fed cycles 
and several periods during which monetary policy was 
tightened aggressively and/or UST yields rose sharply. 
Nevertheless, we find that a relatively simple model 
does a very good job of modeling US corporate 
spreads over this entire period.  

US Baa spreads can be modeled remarkably well using 

a small set of factors 
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To best capture the role of 10Y yields on the corporate 
market we find it better to model the yield of the 
corporate market and then subtract the 10Y yield from 
both model and fit, to illustrate the dynamics of credit 
spreads (see above). Note that the coefficient we 
obtain for 10Y is less than 1, implying that the effective 
coefficient for the spread is negative.  As we have 

shown before, it is rising volatility (or declining growth 
which are much more important drivers of higher 
spreads. 

Accounting for the impact of asset-class rotation 
While it is reassuring to have a model which fits a 23Y 
period, we cannot ignore the fact that that entire 23Y 
period incorporated a secular bull run in fixed income. 
The fear now is that the future has a different dynamic 
in store, with appetite for fixed income potentially 
significantly reduced. It is difficult to quantify the 
impact that this could have, but we note that there was 
an important period within our sample data during 
which appetite for bonds fell substantially.  The chart 
below shows the relative assets of different classes of 
US mutual funds over the past 30-years.  Notice the 
drop in bond allocations between 1994 and 1999.  Now 
we should be careful about extrapolating this 
experience, since it occurred at a time when the mutual 
fund industry was experiencing a massive expansion.  
As a result, the relative shift in assets took place more 
via the redirection of inflows, than by re-allocation of 
existing funds.  Nevertheless, assuming that what we 
see in the mutual fund data was also reflected to a 
degree in the institutional funds, it gives some 
reassurance that the model could be robust to such a 
re-allocation. 

There is precedent for large-scale rotation away from 

bond funds 
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Extrapolating a model of spreads to EM 
Ideally we would take the above model for Baa spreads 
and then look to model the residual between EM BBB 
spreads.  However, we have not been able to identify a 
good model for this residual.  Instead we look to model 
EM spreads directly, using the broad framework for 
Baa corporates described above, but adding in some 
EM-specific factors. 
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EM BBB spreads can also be modeled well, with the 

addition of recent sovereign rating downgrades 
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We find that we can model EM BBB spreads 
remarkably well using a combination of 10Y swaps, 
Fed Funds, the VIX and the past 3 month count of EM 
sovereign downgrades (expressed as a percentage of 
the number of rated countries). The VIX and the 
downgrade count are by far the most significant.  
FedFunds and 10Y yields both have a negative impact 
on spreads and sizeable moves in both would be 
required to justify a noticeable move in spreads (123bp 
and 80bp respectively for a 10bp change in spreads). 

Given the lack of sensitivity to Fed Funds and 10Y rates 
we focus solely on the sensitivity to VIX and the 

downgrade count.  The table below shows the model 
fit for a range of different assumptions (along with 
current values). Unless we see several sovereign 
downgrades over the coming months, EM BBB already 
prices in VIX rising to around 26 (from 18.6).  
Conversely, if the VIX were to remain at current levels, 
we could see 10 different EM sovereigns downgraded 
in a three month period to justify the current level of 
EM BBB spread.  Such an intensity of downgrades was 
in fact reached in Q4 last year, although this was the 
only time in the past decade, other than 2008-09, in 
which the pace of downgrades was this strong. 

A further rise in VIX, or additional sovereign 

downgrades could justify current spreads 

VIX
14 18 22 26 30

Number of 0 102 124 146 168 190
Sovereign 2 112 134 157 179 201

Downgrades 4 123 145 167 189 211
in past 6 133 155 178 200 222

3-months 8 144 166 188 210 233
10 154 176 199 221 243  

This table shows the model-impled level of EM BBB spreads for varying 

VIX and number of sovereign downgrades (over the preceding 3-month 

period). 

The highlighted point indicates the latest level of the two inputs, the line 

indicates the current market spread (and hence implied combinations of 

VIX and number of downgrades.) 
Source: Deutsche Bank 

Conclusions 

The model described above provides us with a simple 
framework to ascertain whether the magnitude of the 
recent rise in spreads is justified or to what extent it as 
‘overshot’. It suggests that there has been some 
overshoot with the model residual currently at +40bp, 
close to the post-2008 high (a limit which has been 
tested multiple times without breaking).  However, we 
believe that the VIX is likely to rise further and the risk 
of sustained outflows increases the chance of further 
overshoot in the near term. Hence while we would be 
happy to argue that EM spreads offer value at current 
levels, we would caution against going long until we 
can be surer that the recent acceleration in outflows 
has subsided. 
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The model residual (market ‘overshoot’) is already 

close to the post-08 highs 
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Country-selection strategy 
We believe that the relatively binary nature of the 
environment for EM credit provides us with a useful 
angle for country selection.  Broadly speaking we can 
consider two scenarios: 

� A. Fund outflows continue, leading to forced selling 
by real-money funds and a further overshoot in EM 
credit spreads. 

� B. The feared outflows do not materialize, and 
expectations of imminent Fed tapering ease, the 
market rebounds. 

Usefully, we believe that a number of countries would 
face an asymmetric response to these two scenarios. 

Under scenario A… 
…we would expect to face a protracted period during 
which primary market liquidity is absent.  This would 
have a disproportionate impact on those countries 
which have been more reliant upon debt-related inflows 
in recent years, particularly where such flows have 
financed CA deficits. 

In a special report in this EMM19, we take a detailed 
look at capital flows to EM. The analysis reveals 
notable differences in capital flows across EM regions 
and individual countries, and hence helps identify 
where the ties of flows to EM are most likely to reverse.  

Among the composition of capital flows, portfolio flows, 
in particular the flows into EM debt market, draws the 
most significant difference across regions. Latin 
America stands out with record levels of inflows to its 
debt market over the past a couple of years, while 
flows to EMEA and Asia debt markets are also strong 
but relatively moderate.  

                                                           

19 Capital Flows to EM: Ample but (mostly) not alarming 

Debt-related portfolio inflows to EM countries 

Source: Deutsche Bank 

At a country level, inflows to Mexican debt market 
have been particularly strong and reached 6% of GDP 
since late last year, the highest percentage among all 
major EM countries. However, we believe the narrow 
CA deficit, low external financing need, and its close 
economic ties with the US are factors that can help 
mitigate the impact on the economy. In addition, the 
positive prospects of structural reforms should help 
make Mexico better positioned to deal with the 
challenges posed in the changing global environment.   

Turkey follows closely, which has the highest inflows 
(4.4% of GDP) in EMEA. It is worth noting that the 
inflows of the two countries are close to historical high 
since 2005, while inflows to most other countries in EM 
have dropped below the peak levels. Despite its sound 
fiscal condition, Turkey's external weakness will likely 
regain focus if a withdrawal of international liquidity 
materializes. 

We also highlight South Africa and Ukraine from the 
analysis as being potentially vulnerable.  The latter is of 
particular interest given that the recent debt flows have 
been key for financing the government itself. 

One country not included in the analysis is Venezuela, 
but given the reliance on external financing (by the 
government and PDVSA) and the extent of 
redemptions due in the coming years, we would expect 
this country to be also among the vulnerable in 
scenario A. 

Under scenario B… 
…we  would anticipate more a reversal of some of the 
moves which have taken place over the past few 
weeks.  It is useful that these moves have been driven 
more by technicals, rather than fundamentals and so 
the countries which have sold off the most are 
generally not those which we identify as being more 
vulnerable in scenario A. 
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The graph below shows 1m z-spread moves in the DB-
EMSI sub-indices since the end of April, ranked by 
number of standard deviations (shown as labels). 
Based on recent market actions, LatAm low beta 
credits appear to be the ones to have most capacity for 
a sharp recovery. We note that Venezuela, Turkey and 
Ukraine are all fairly low down the list. Admittedly the 
move in Turkey has been complicated by idiosyncratic 
factors (the upgrade, then the protests), but the 
relatively modest sell-off, coupled with the risk under 
scenario A suggests some asymmetry. 

Quantifying the recent sell-off 
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Ultimately we would be biased towards long exposure 
in countries better exposed to scenario B, with limited 
risks in scenario A:  Low beta Latam credits in 
particular.  Conversely we would be biased to be short 
those countries more negatively exposed to scenario A, 
with less exposure to B, in particular Venezuela, South 
Africa, Turkey and Ukraine. 

Hongtao Jiang, New York,  (+1) 212 250-2524  
Marc Balston, London,  (+44) 20 754-78414  
Winnie Kong, London,  (+44) 20 754-51382  

Srineel Jalagani, Jacksonville, (+1) 212 250-2026 
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EM rates, restoring value  

� In this piece we look at fundamental valuations 
across EM curves. Rather than resorting to 
financial variables such as the UST, volatilities, and 
credit, we focus on what is determined by the 
curve dynamics itself (level, slope, and curvature) 
and the basic underlying macro variables (inflation, 
output gap, and policy rate). 

� With sluggish economic growth and low inflation, 
valuations seem more appealing in the shorter end 
than the long end, especially in the case of 
Colombia, Brazil, Israel, and Turkey. 

� If monetary policy follows forward rates over the 
next six months, we find that there is still value in 
receiving vs. “fair”, though mostly reduced to 20-
40bp. Under this scenario, Colombia, Brazil, Russia, 
and Israel still stand out. Colombia and Russia also 
stand out in 10Y receivers, followed by Israel. We 
find that the 10Y tenors in Chile and South Africa 
are hovering near “fair”. 

Looking beyond technicals 

In our recent publication we highlighted that EM curves 
offered little premium, if any. Even in high yielders and 
high inflation countries such as South Africa, Russia, 
and Turkey nominal yields barely covered inflation. The 
5Y sector of these curves also priced little risk of a 
rebound in growth (admittedly an unlikely scenario in 
the near term), or normalization of monetary policy in 
the US. 

The recent bout of de-leveraging has changed this 
picture. As the chart below shows, the yield of our EM 
local markets index (EMLIN) recently bottomed at 4.2% 
– only about 2.5% above UST10 – before surging to 
5.6% now. That spread roughly matched the inflation 
differential between EM longer-dated bonds and the 
UST 10Y. In the chart below we actually use 5Y UST 
instead to better match duration, but even in this case, 
the spread was often insufficient to cover both inflation 
and credit differentials. This, and the fact that the US is 
in QE, suggested that EM rates had indeed undershot. 
In defense of EM valuations – and in contrast with the 
US – most EM economies have posted disappointing 
growth and several central banks have been easing 
into this “undershooting”. This, and the fact that a 
substantial part of this recent move seems to be 
technical, raise the question of what is “fair”.  

Selling off from the lows 
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In this piece we look at fundamental valuations across 
EM curves. Rather than resorting to financial variables 
such as the UST, volatilities, and credit, we focus on 
what is determined by the curve dynamics itself (level, 
slope, and curvature) and the basic underlying macro 
variables (inflation, output gap, and policy rate). These 
are all modeled dynamically and endogenously as 
described in ““Idiosyncratic Sources of Value in Local 
Rates”, Emerging Markets Monthly February 7, 2013.  

We discuss three main scenarios. First, we estimate 
fair under our benchmark scenario for the economy 
and policy rates. Since this scenario may 
underestimate the possible reaction to ongoing 
currency weakness, we estimate an alternative 
scenario wherein central banks follow what is priced in 
forward markets over the next year. Finally, to assess 
risk, we estimate fair curves under the scenario 
wherein inflation increases (assuming outflows could 
accelerate and currencies stay weaker) and growth 
prospects diminish under this stronger and more 
persistent external shock. The scenarios are 
summarized in the table below. 
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Our scenarios:  

Scenario 1
Rates follow the unconditional 

model forecasts

Scenario 2
Central banks deliver what is on 

the current forwards

Scenario 3

Compared to baseline, inflation 
goes up 100-200bps and output 
gaps are one standard deviation 

higher 
 

Our findings: Value at last 

“Fundamental Fair” vs. our baseline 
The chart below shows six-month ahead fair values 
under our benchmark macro scenario vs. six-month 
forward rates for 2Y and 10Y tenors. With sluggish 
economic growth and low inflation, valuations seem 
more appealing in the shorter end than the long end, 
especially in the case of Colombia, Brazil, Israel, and 
Turkey. 

Overshooting – especially in the short end 
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Central banks react to FX weakness. 
We doubt central banks are likely to directly intervene 
in the FX market, especially in Chile, Colombia, Israel, 
and CE3, where they actually welcome some currency 
weakness given low inflation and growth. In Mexico, 
we could see a reinstruction of rules-based intervention 
rather than tightening. As we believe that the market 
might be pricing in too much hiking we see this as a 
risk scenario (central banks deliver what is on the 
forwards). A caveat on our “fair” values in the next 
graph is the assumption that the FX depreciation of the 
past couple of weeks is temporary and won’t require a 

response from central banks – an arguable assumption 
especially in Turkey, Brazil, and South Africa. 
Nonetheless in South Africa, we expect the SARB to sit 
tight rather than ease, but without hiking. The situation 
is more fluid in Turkey, where the CBT could indeed 
tighten liquidity. 

If monetary policy follows forward rates over the next 
six months, we find that there is still value in receiving 
vs. “fair”, though mostly reduced to 20-40bp. Under 
this scenario, Colombia, Brazil, Russia, and Israel still 
stand out. Colombia and Russia also stand out in 10Y 
receivers, followed by Israel. We find that the 10Y 
tenors in Chile and South Africa are hovering near 
“fair”. 

Central banks react 
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Lower growth, higher inflation 
In our view, this is the worst-case scenario for EM. This 
has been associated with global recession, with weaker 
currencies, (cyclically) looser fiscal stances in EM, and 
generalized contagion. This was the case in 1998 and 
2008, but with deeper local markets, stronger local 
constituencies, higher reserves, and better-anchored 
fiscal and monetary policies, curve dynamics have 
evolved substantially over the years. This is reflected in 
our estimates of “fair” curves. Rather than bear-
steepening, the curves – under this scenario of lower 
growth and higher inflation – actually rally. This has 
been the case during the Lehman crisis (after the 
typical technical dislocations) and afterwards – 
throughout several bouts of FX weakness and 
diminished growth. As the chart below shows, long-
term tenors in countries with high inflation rates such 
as Brazil, Russia, and South Africa are likely to suffer 
more under this scenario. On the short end we see 
Chile as the only country with no value to be extracted 
under this stagflation scenario.  
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The risk of stagflation  
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Trade between emerging 
market economies grew at 

17% 
CAGR over the last 10 years.

More than 

$20  
trillion 
will be invested in emerging 
markets infrastructure over 
the next 10 years

By 2025,  

220 
cities  
in China will have more than 
1 million people; Europe has 
35 such cities today

By 2025, emerging market 
cities will add 1B new 
consumers and 

$30T 

in GDPBetween 2009 and 2025, 
India’s middle class will grow 
from 50 million to 

500 
million 
people
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Pillars of stone or  
pillars of sand?

Ten tests of a robust investment strategy in emerging markets

Most institutional investors have been focused on emerging markets for many 

years and, in some cases, decades. However, we have noticed a wide disparity in 

institutional investors’ approaches to investing in these markets. At one end of the 

spectrum are the many investors who take a passive, public equity index approach 

to increasing their exposure; at the other end of the spectrum are the investors who 

adopt more deliberate “country specific” strategies, opening local offices, hiring local 

deal professionals, and building local relationships to take an active approach to 

identifying and capturing the most attractive opportunities.

More important than what strategy investors are espousing, in our opinion, is the 

strategy’s robustness. We believe that the most successful institutional investors 

in the next decade will be those who have developed a well-defined strategy and 

aligned their organization with this strategy. With this in mind, we have developed a 

set of “Ten Tests” for evaluating a robust investment strategy for emerging markets. 

Test 1: Does your organization hold a set of core beliefs about the 

attractiveness of emerging markets and its objectives in investing in 

these markets?

We believe a large number of institutional investors have adopted a “me too” 

approach to investing in emerging markets – their peers have historically earned 

strong returns from increased allocations to these markets, and they are simply trying 

to catch up from an allocation standpoint. In fact, it is quite difficult today for any 

institutional investor underweighted in these markets to avoid being subject to some 

level of Board scrutiny and challenge regarding the level of their allocations. However, 

these investors often do not have a clear set of beliefs or organization-wide alignment 

on their rationale for investing in these markets.

Leading investors, however, have a far clearer perspective on their beliefs and 

objectives in investing in these markets, which shapes their strategies. These 

investors can answer the following questions with clarity and alignment across 

different areas of the organization

 � Are we investing in emerging markets with the objective of delivering superior risk-

adjusted returns, further diversifying our portfolio, or both?

 � Are we focusing on alpha or beta targets in investing in these asset classes across 

these markets? Why?
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 � If our focus includes alpha returns, how will this alpha be generated (i.e., 

superior asset allocation across assets, sectors, and geographies, superior 

market timing, superior security selection, proprietary access to deals and 

networks, or active management of holdings)?

These questions are fundamental starting points in developing a robust emerging 

markets investment strategy and, in our experience, require a certain level of 

debate among the formal and the de facto thought leaders of the organization 

to create alignment. In many cases, different stakeholders within an investment 

organization believe that they hold a shared set of beliefs with their peers on these 

questions, but the reality can be quite different. These differences typically emerge 

when market conditions deteriorate and performance suffers and when teams 

have to determine whether they still believe in their initial investment thesis or if 

they should change it. In other words, these differences appear when it is time for 

decision, not for debate.

Test 2: Is your emerging markets investment strategy granular 

enough about where to invest?

For all the talk about emerging markets investing, There is a very high level of 

vulnerability in the approaches taken by institutional investors to define their target 

areas for investment.

Indeed, many investors have developed country attractiveness rankings based 

on some level of judgment and analysis, but they do not go further than that, 

nor is it clear how much influence these lists have on investment activity (other 

than forbidding investments in “black list” countries.)  Even some of the most 

sophisticated institutional investors in the world do not have clear opinions on 

attractiveness at the country and asset class intersection level.

There are two main reasons for this lack of an institutional view. First, it is hard to 

do: developing a granular view of risk reward opportunities by country and asset 

class is no small task, and requires a significant upfront investment. Second, many 

believe that investing in these markets must be opportunity driven and bottom up: 

top-down views can feel irrelevant to investment professionals who need to source 

deals (in private markets) or come up with new investment ideas (in public markets).

We have two answers to these issues. First, though its certainly hard to do, 

institutions that have done it all recognize the value of this analysis. It allows them 

to focus capital, relationship building, research, and management bandwidth on a 

limited number of focus areas, which, ultimately, allows them to be more effective. 

Certainly, but many institutions have managed to do it (Exhibit 1). Second, to those 
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investors who espouse a solely bottom up approach, we have yet to meet the 

institutional investor with enough scale to cover the globe effectively in a bottom up 

manner.  In fact, those investors focused on a pure bottom up approach have de 
facto biases in their geographic and asset class focus, based on the relationships 

and expertise of their current investment team.

Consequently, we believe that investors should build out their investment strategy 

by first answering two questions:

 � What level of granularity will we adopt in developing our investment 

strategy? Institutions need to decide whether they will stop at:  

 — Country level views, perhaps adopting an index approach across countries

 — Country and asset class intersections, to enable the institution to arbitrage 

between, for example, Indian public equity versus private equity, and/or 

Chinese real estate versus Brazilian infrastructure

 —  Sector or investment themes. Leading investors generally have a view at 

least one level below the asset class level, especially in real estate and 

infrastructure. For liquid asset classes like public equities, some investors 

consider sector or style tilts based on their beliefs. 

Exhibit 1

Example heat map of attractive country/ 

illiquid asset class intersections 
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 � How will the institution balance top-down views with 

front line opportunities and accountability? Institutions 

need to decide which views are developed within which 

organizational area. For instance, asset class teams may be 

better suited to developing sector or thematic strategies than a 

central team. In making this decision, the organization needs to 

carefully balance the importance of seeing the top-down view 

with maintaining accountability among investment professionals.

Only once these questions have been answered should investors 

attempt to influence capital allocation and resource development in 

these areas.

Test 3: Do you have a top down view of the target level of 

capital allocation to these markets over the next 5 to 10 

years and a flexible mechanism to achieve this target?

In some cases, investment institutions undergo a thorough review 

of their investment objectives and strategy for emerging markets, 

and develop a clear set of views around target countries, asset 

classes, or even granular investment themes, only to find that they 

are unable to translate this into real change from a capital allocation 

perspective.

This is a very common problem for institutional investors – and not 

an easy one to solve. Creating hard, top-down targets for capital 

allocations across granular investment themes or asset class and 

geography intersections is dangerous, as it can promote poor 

investment decisions and limit accountability. Instead, we have 

seen more flexible investment frameworks, including the “Soft 

target, hard limit” framework, coupled with clear accountability 

at the investment professional level regarding who is responsible 

for building opportunities within each theme, used to successfully 

invest in these markets. When using this type of framework, the 

management team collectively agrees on an “ideal” target allocation 

for a given time period and how the target should be allocated 

across asset classes. This ideal target is then use to monitor 

progress over time and serves as an anchor point in management 

discussions. In parallel, hard limits are set from a risk management 

standpoint to maintain the risk profile in line with the pre-defined 

risk appetite from country, asset class, and currency standpoints. 

Such a framework enables the organizations to strike the right 

balance – maintaining accountability for decision making within the 

investment groups and ensuring the organization is well-aligned and 

coordinated when trying to reposition the portfolio over time. 

One large sovereign wealth 
fund we worked with had 
undertaken a very rigorous and 
in-depth process to identify the 
emerging markets investment 
themes on which to focus 
within its investment teams, 
which resulted in a short list of 
investment themes. Two years 
later, the institution reviewed 
its exposures to these themes 
to gauge its progress. It found 
was that, for almost half of its 
themes, the amount of capital 
deployed against the theme was 
negligible. In assessing the cause, 
the institution realized that it 
had not set up the organization to 
deliver on its target focus. It has 
since reinforced its capabilities in 
the targeted sector and improved 
relationship building in the target 
country.
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Test 4: Has the organization adapted its investment model to its 

chosen markets, based on a deep understanding of opportunity 

pools, risks, and the capabilities required to capture them?

Even the most successful principal investors cannot expect to be able to simply 

replicate their developed markets investment models in emerging markets and 

achieve similar results. The opportunity pools are different and the approach to 

capture these opportunities must also be different.

For example, some leading PE fund investors in developed markets adopt a 

strategic co-investment model, where they aim to become an anchor investor in a 

fund over multiple vintages, building a relationship and gaining preferred access to 

co-investment opportunities. In most emerging markets, however, co-investment 

opportunities are few and far between and deep-pocketed investors keen to invest 

in leading emerging markets funds abound.  There are a large number of different 

models explored by institutional investors in emerging markets that would not be 

considered in their home markets (see Exhibit 2)

In fact, the private equity asset class generally represents a different type of 

investment activity in these markets: growth capital opportunities are the norm and 

only minority stakes are available for investors. These investors must learn to add 

value through influence and Board governance and by leveraging their networks, 

rather than through the majority control conferred in typical LBOs.

Therefore, institutional investors need to consider not just how to adapt their 

investment model but whether to do so at all, and this is by no means an easy 

“I look at 
projections 
of where our 
portfolio will be 
5 years from now, 
and I compare 
that with our 
beliefs about 
these markets, 
and it becomes 
abundantly clear 
that a business-
as-usual 
approach will not 
get us to where we 
need to be.”
– NA Pension Fund CIO

Exhibit 2

Private equity example – There are multiple ways in which investors adapt 

their investment approach to emerging markets 
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decision to make. CIOs and investment committees need to have a strong 

conviction that: a) they will generate superior risk adjusted returns under a new 

investment model; b) this new model will hold in the long term; and c) they have or 

can build the capabilities required to execute.

Given this difficulty, we generally see a wide spectrum of approaches to investing 

in these markets. The following three approaches are most common:

 � Passively wait it out. Some very sophisticated and successful 

large institutions have been looking at these markets for over 10 

years without entering because they prefer to wait for the capital 

markets to mature and opportunities to begin to resemble what 

they are accustomed to in developed markets. In the meantime, 

of course, many choose to increase their exposure to these 

markets passively.

 � Invest to learn. In some cases, investors do not consider a 

specific market to be at an attractive point in its cycle and/or 

are not certain how to adapt their current investment model to 

a given market. These investors may decide to begin to adapt 

their investment model, but limit the capital they put at risk in the 

“experiment.” This enables them to learn about the market, test 

a new investment model, and improve their comfort level for the 

next opportunity, while building local relationships. 

 � New recipes will require new capabilities. An institutional 

investor that pursues new strategies more fitting to target 

markets may quickly realize that it will also need new 

professionals to deliver on these strategies.  

Test 5: Have you developed a clear governance 

approach to manage and coordinate emerging markets 

investments across the organization?

Many institutional investors struggle with their governance models for emerging 

markets investing for multiple reasons: 1) emerging markets investing generally 

spans all asset classes and is typically high on the CEO and CIO agenda; 2) a vast 

number of relationships must be managed and coordinated across geographies; 

and 3) accountabilities and decision rights in delivering on targets are unclear 

(where targets even exist).

In our view, no one “winning” governance model exists for the institutions with 

whom we have worked. Some institutions adopt a decentralized model, where 

each asset class manages its emerging markets asset classes in a silo, and either 

the risk or the asset mix function reviews the resulting exposures. Other institutions 

One $60B North 
American pension 
fund with an anchor 
fund investment 
and co-invest model 
completely changed its 
investment model by 
investing in regional 
segregated fund of 
funds in Asia to build 
networks in the region. 
Given the high fees 
incurred in a fund of 
funds structure, it 
does not apply this 
investment model 
anywhere else in 
the world. The fund 
ensures its investment 
professionals visit Asia 
at least once per quarter 
to gain exposure and 
build relationships.

“For us, we only 
want to invest in a 
GP if it is going to 
be strategic – we 
want to see them 
often and we want 
them to build 
rapport with our 
own direct team”

–  Head of global funds, 
large institutional 
investor
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create advisory committees with the sole objective of discussing and debating 

key issues across the portfolio to better align activities or adopt a matrix-style 

organization in which country teams have executive decision power and must 

sign off on individual investments. The right model and authority for managing 

emerging markets investing depends on the individual institution’s specific 

objectives and strategy, as well as its culture.

That said, a governance approach should address at least two important issues:

1. Decision making. Although front-line investment professionals remain 

accountable and in control of individual investment decisions in almost all 

cases, institutions need to develop clear views on the boundary conditions 

for decision making. This means defining who is responsible for developing 

and periodically updating country, asset class, and/or sector allocations 

and should include some form of counterweight to individual investment 

professionals’ perspectives. Some organizations establish an informal 

emerging markets committee and others create a cross-asset-class Head of 

Emerging Markets role. Some sovereign wealth funds, create a formal, matrix-

style decision-making structure that requires sign off from both the sector and 

geography teams before any deal is closed. 

2. Performance review: The governance framework for managing emerging 

markets investing should include some mechanism to call out and debate 

results that differ from expectations and review when necessary. This 

is especially true for capital deployment, where the root cause for low 

deployment, for instance, needs to be well understood in case the overall 

strategy needs to be adapted to investment environment realities.

Test 6: Has your institution adapted its decision-making approach 

and criteria to the realities of emerging markets investing?

In many asset classes, institutional investors struggle with their decision-making 

processes for opportunities within emerging markets. Some investors apply the 

same investment criteria to these investments as they do to developed markets 

and face a number of challenges, including:

 � Data availability. In many markets, company financials may not be as detailed 

or as reliable as in developed markets, and investors must at times rely as much 

(if not more) on reputation as on the accounting figures. Fund investing is a 

case in point – investors that only invest in top-quartile funds with a track record 

of at least two previous funds will find that, in many markets, their potential 

investment universe shrinks to nil.

 � Risk premia. Many investors also struggle with how much “risk premium” to 

demand within their hurdle rates in different asset classes. For instance, if an 

The matrix 
evaluation process 
is split into both 
sector and local 
country teams. 
Transactions may 
be sourced by 
either group, but 
both sector and 
country teams need 
to sign off on any 
transaction before it 
can gain approval.
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investor requires an expected IRR of 8 percent on infrastructure investments 

in developed markets, what should the hurdle be in emerging markets? Also, 

given the high cost of hedging, how much currency risk can investors price in 

without pricing themselves out of the market?

 � Weighting of decision criteria. The relative importance of decision criteria 

in emerging markets investments is often not the same as in developed 

markets. It would be convenient to posit that the most important consideration 

for investment committees is the fundamental merit of each underlying 

investment, but this is not always the case. The individual(s) on the other side 

of the transaction, or the individual with whom the investor is partnering, can 

in many cases be as important as the transaction itself. Relationships and 

networks – with the right families, the right political affiliations – can make or 

break a deal. Some leading investors have adapted their investment criteria to 

make decisions in these markets, in some cases modifying them by country 

(see Exhibit 3).

The institution’s decision processes and investment criteria must be widely 

understood and accepted across the organization. Because it can be particularly 

difficult for an investment committee to “change gears” when evaluating an 

emerging markets transaction after looking at developed market deals, some 

large PE firms have created more decentralized investment processes, with local 

committees evaluating local investments. At a minimum, education and training 

are required for investment committees to achieve a shared understanding of how 

to assess these transactions.

Exhibit 3
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“We have gone 
back to basics in 
selecting our GPs 
in these markets. 
It’s all about the 
team and the 
level of trust I can 
build with the 
partners”
–  Head of Private Equity 

Emerging Markets 
Investments, large NA 
pension 

Test 7: Do you have a systematic and targeted strategy for building 

and managing relationships in chosen markets that provides clarity 

on your value proposition beyond capital?

Most investors with experience in emerging markets investing have long realized 

the importance of relationships and networks in these markets, especially for 

illiquid investments in asset classes such as PE, real estate, and infrastructure. 

Even in markets where most deals are intermediated, a relationship or good 

reputation could make a difference – enabling an investor to get first access to a 

transaction or close a deal despite not presenting the highest bid. As an example, 

in co-investing, LPs typically underestimate the importance of their reputation and 

relationships and overweight the importance of criteria such as their ability to make 

quick decisions (Exhibit 4.

However, investors often fail in understand the implications of this reality and craft 

a deliberate strategy to address it. Very large pools of capital are competing for the 

same preferential access to deal flow and seeking to partner with the leading and 

most trusted players in the region. The players who win typically do three things 

very well:

 � Articulate their value proposition beyond capital. Successful investors 

are often able to offer valuable considerations to their partners in emerging 

markets. This can include reputational benefits, access to a network of reputed 

investors, access to their own home markets, and expertise 

Exhibit 4
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 � Show commitment to the region. Many geographies have been subject 

to “bungee investors” – those who are here today, gone tomorrow. Locals are 

wary of these investors and place a significant premium on the length of time 

an investor has spent in the region and its understanding of the culture. Some 

investors establish local offices, in part to show their commitment, though in 

most cases this is not required 

 � Coordinate traffic across the organization. In many large institutions, 

multiple investment professionals are operating within multiple countries, having 

discussions with important stakeholders. Leading players have developed 

simple yet effective CRM approaches to track and also to leverage shared 

relationships where possible. Furthermore, investment professionals should 

have a shared view of the reputation the institution is striving for in these 

geographies so they can strengthen this image in every interaction.

Test 8: Has your organization adapted its risk management 

framework for emerging markets investing?

The risks related to emerging markets investments differ significantly from 

traditional investment risks both in their nature (e.g., more macroeconomic 

and political risks) and their impact, which is often more binary (e.g., currency 

devaluation, change in regulatory framework). Risks such as changes to the 

contracts of regulated assets, limitations on exporting rights, or restrictions to 

ownership can materially impact the value of an asset and must be tracked to 

minimize the potential impact and increase the chances of successful mitigation. 

Consequently, investors must ensure the appropriate adjustments are being made 

to their risk management framework to ensure they can correctly assess, monitor, 

and ultimately mitigate these risks. These adjustments should be made at two 

levels:  

 � Increasing the scope of the risk register. The investment process may need 

be reviewed to ensure that emerging markets risks are properly identified and 

discussed during the due diligence and decision-making processes. Additional 

expertise might be required to complement the knowledge and experience of 

long-term managers who are very familiar with certain sectors or type of assets 

in developed markets but less familiar with the specific risks associated with 

comparable investments in emerging markets. 

 � Reinforcing risk tools and processes. Some of the risk management 

policies, practices, and tools may need to be adjusted to ensure they address 

the risks associated with emerging markets investments. For examples, 

organizations may consider modifying the investment policy to include some 

hedging guidelines, rethinking the political risks assessment, introducing new 

practices to track regulatory risks, and running new stress-testing scenarios 

tailored for specific risks. Some organizations have even created an Emerging 

One North American 
institutional 
investor was able 
to leverage its 
extensive expertise 
in commercial real 
estate development 
and operations to 
act as a co-investor 
in proprietary real 
estate transactions. 
it was seen as a 
knowledgeable 
and value add 
investment by local 
parners, providing 
access to deal flow 
it never would have 
been seen otherwise.
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Pillars of stone or pillars of sand

en tests of a robust investment strategy in emerging markets

Markets Risk Management Director role to increase the awareness of and 

accountability for these risks.

Regardless of their size or the complexity of their portfolios, institutions should 

ensure that their risk management framework is truly adapted to consider and 

deal with the specific emerging markets risks that could fall through the cracks of a 

more conventional risk management framework.

Test 9: Do you have access to the right type and level of capabilities to 

deliver on your chosen strategy?

To correctly identify, assess, and execute on opportunities in emerging markets – 

from both risk and return standpoints – most investors need to complement their 

existing institutional capabilities with new skill sets, relationships, and knowledge. 

Whether they achieve this by acquiring additional talent or working with local 

partners, successful institutions typically focus on building capabilities that enable 

them to perform three functions:

 � Access deal flow. One of the most important assets from an investor 

perspective is the ability to access deal flow within target countries. Even in 

areas where all deals appear to be “shopped,” the reality can be quite different. 

Dealbooks are usually sent to preferred bidders first and, in many instances, 

the highest bid alone does not win the deal. Furthermore, a significant number 

of transactions never make it to financial sponsors at all, and institutions with 

the right individuals on their local teams may be able to gain access some of 

these transactions (Exhibit 5). Being connected to local movers and shakers 

– such as investors, wealthy families, and influential professionals – can give 

investors an advantage on these opportunities. (Exhibit 6)

 � Develop and maintain an in-depth understanding of the 

macroeconomic, political, and regulatory context of the countries 

most represented in the portfolio (or where the largest assets have their 

activities) to anticipate the evolution of the economic context and understand 

the implications for the timely valuation of the assets. The people with 

this responsibility will typically have weekly (if not daily) contact with local 

representatives and will have connections with the representatives from the 

Central bank and Ministry of Finance, executives of large corporations, and 

treasurers of large banks. These individuals should also have access to political 

advisors and reputable law firms that can provide more reliable, granular, and 

nuanced information than is reported by local media or official publications. 

 � Develop a solid understanding of local business culture and practices 

by dealing with trusted partners and advisors, and eventually local employees, 

who have real, long-term business experience and connections in the country. 
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This increased exposure to emerging markets does not mean that the staff of an 

organization needs to “look like the UN assembly” or double in size. However, it 

does require different profiles that will enable the organization to be aware of 

current local realities and have the knowledge required to rapidly understand their 

implications for the organization.

Exhibit 5

Potential deal flow emerging markets is  

often understated 

1 Natural resources include energy and metals and mining assets 
2 Transactions include M&A and private placement 
3 EM countries include China, Russia, Turkey, Kazakhstan, Indonesia, Brazil, Colombia, Panama and Sub-Saharan Africa  

Natural resources1 in EM countries3 by ticket size, 2007-11 

Total 2,888 2,748 140 

Small (US $100 mn -) 2,338 2,235 103 

Mid (US $100 mn +) 383 
356 

27 

Large (US $500 mn +) 86 
80 
6 

Mega (US $1 bn+) 81 
77 
4 

Strategic buyers 

Financial sponsors 

Total number of transactions2 

Total value of transactions 

US $ Billion 

178

57

81

357

41

21 

3 
44 

5 

185 7 

87 6 

62 

378 

Exhibit 6

Influential business leaders are highly concentrated  

in emerging markets 

SOURCE: McKinsey analysis; Forbes.com  

1 Wealth concentrated in hands of top 9 individuals 
2 Concentration estimated using private financial assets data 

Russia Indonesia Colombia2 Turkey Brazil Sub-Saharan 
Africa 

Kazakhstan China 

49 

42 

27 26 
22 

17 
15 

7 

ESTIMATES 

Estimated wealth of top 20 families, Percent of private consumption 

Level of 

concentration 
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Pillars of stone or pillars of sand?
Ten tests of a robust investment strategy in emerging markets

Test 10: Are your support functions scalable and able to manage 

the growth and increased complexity implied by investing in these 

markets?

When investors consider ramping up emerging markets investment allocations, 

Support functions are often an afterthought. Problematically, many support 

functions cannot adequately scale in response to the increase in scope these 

investments represent.

For example, when structuring large deals (e.g., within infrastructure), new 

jurisdictions often involve new tax implications and considerations. Optimizing the 

structures and tax due diligence on these deals requires in-depth knowledge of 

and expertise in both the local tax context and the institution’s tax DNA and can 

have a material impact on cash IRRs.

Another example is the evolution of the regulatory affairs function and the way large 

institutional investors deal with foreign regulators and government representatives. 

This evolution is important for two reasons: 1) the regulatory affairs function can 

be far more strategic and have more important implications for investment results 

than in developed markets; and 2) maintaining awareness of (not to mention 

influencing) the varying regulatory issues across a large number of jurisdictions 

and asset classes can be a significant undertaking. 

In fact, almost all support functions need to think strategically about how to evolve 

their operating models to meet the changing needs of an investment institution that 

is rapidly increasing allocations to emerging markets. 

Institutional investors that ramp up their investments aggressively in these 

markets often find they need to revisit their support functions’ structures and 

responsibilities. In many cases, this involves outsourcing more activities and 

developing preferred relationships with advisors who understand both the 

institution and important local market realities.

�����

We recognize that the Ten Tests we have outlined above are challenging for any 

institution, and we doubt that any investors will achieve a “perfect score”.  What we 

do believe, however, is that some tests will ring more true and urgent than others, 

and can help to focus efforts in the areas that where they are most needed.
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This publication is not intended to be used as a basis for trading in the shares of any 

company, or undertaking any other financial transaction, without consulting appropriate 

professional advisors in each instance.

The views and opinions expressed in this publication are those of the authors, and they do 

not necessarily represent those of McKinsey & Company.

If you have any questions or concerns about this report, please contact:

Sacha Ghai 

Principal 

Canadian Office 

sacha_ghai@ 

mckinsey.com 

1.416.313.3834

Marcos Tarnowski 

Associate Principal 

Canadian Office 

marcos_tarnowski@ 

mckinsey.com 

1.514.939.6898

Jonathan Tétrault 

Principal 

Canadian Office 

jonathan_tetrault@ 

mckinsey.com 

1.514.939.6925
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The average emerging 
market company sees 
revenue growth of 

2.5X 
vs. developed economy 
companies 

Over 

90% 
of the growth in energy 
demand will come from 
non OECD countries over 
the next 40 years

China saw total privatizations of 

$100 
Billion 
between 2007 and 2011

In the next 15 years, China will build 

50,000 
skyscrapers, 
the equivalent of 30 times the city of Chicago
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Economic Environment – Leading Indicators of Growth  

4 

� Growth across Developed 
markets has been muted in 
Q4 2012 as reflected by the 
trends in the OECD Leading 
Indicators  

� USA CLI has recorded a slight 
upturn reflecting relatively 
higher growth expectations  

� Across Emerging markets, 
growth has been muted with 
Brazil and India leading 
indicators whereas China’s 
leading indicator showed a 
slight uptrend   

Source: Reuters, OECD 

90

92

94

96

98

100

102

104

Jan2000 Feb2001 Mar2002 Apr2003 May2004 Jun2005 Jul2006 Aug2007 Sep2008 Oct2009 Nov2010 Jan2012

OECD Composite Leading Indicators - Brazil, India and China

Brazil CLI India CLI China CLI

80

85

90

95

100

105

110

115

Dec1999 Apr2001 Aug2002 Nov2003 Mar2005 Jul2006 Nov2007 Mar2009 Jul2010 Nov2011

OECD G7 Composite Leading Indicator and USA CLI Total Returns

OECD G7 Composite Leading Indicator USA CLI Total Returns Eurozone CLI Germany CLI

as of 31 Dec 2012
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Economic Environment – Lagging Indicators 

� GDP growth across Developed markets 
has been sluggish or in negative territory 
based on data in Q3, 2012 

� Emerging markets have posted higher 
growth relative to Developed markets in 
Q3, 2012 albeit at a slower pace 

� Unemployment levels remained high 
across Developed markets 

5 

Source: OECD, Eurostat, FRED 
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Economic Environment - Interest Rates 

� Major Central Banks worldwide continued to 
keep interest rates at their current low levels 
to support economic growth 

� ECB reduced interest rates further to 0.75% ; 
Australia also slashed rates from 4.25% to 
3.5% in 2012 

� Brazil  continued to reduce interest rates over 
the second half of 2012 whereas India and 
China had stable rates over this  period  

6 

Source: Reuters 
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Economic Environment - Inflation 

� Inflation in US and Europe declined in 2012 

� Breakeven Inflation rates moved upward in Q4 
2012 in US and UK 

� Inflation decreased in China and Brazil and 
increased in India over the second half of 2012   

7 

Source: Reuters 
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Economic Environment -  Risk Indicators 

8 

Source: MSCI, Reuters 
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The Kansas City Financial Stress Index (KCFSI) is a monthly measure of stress in the US financial system based on 11 financial market 
variables such as TED spread, Swap spread, High yield/ABS spreads, cross sectional volatility, implied volatility etc 

� Equity market Volatility was lower in Q4 2012 ; Indicators of systemic risk remained muted in 2012  
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Asset Classes Summary – Strong 2012 for Equities  
� Riskier assets such as global equities and EM Debt and High Yield outperformed whereas Commodities 

underperformed in 2012 

� Across global equities, MSCI ACWI REITS, MSCI Emerging Markets and MSCI USA Small Cap were the top 
performers whereas the EM Bonds and Citigroup High Yield Index were the top performers across bonds in 
2012 

� Global equities continue to exhibit low valuations relative to historical averages in December 2012  

10 

Source: Factset, Reuters, MSCI 
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Earnings and Term Spreads 

� Historically, earnings growth showed strong correlation with the leading two-year global term spreads 

� Leading term spreads and earnings growth remained muted across the Developed Markets over the last few 
months in 2012  

� Short-term forward earnings growth expectations showed a modest recovery in Q4 2012 after a decline in 
lockstep with a decline in the OECD G7 Composite Leading indicator in 2012  

11 

Source: OECD, Factset, MSCI 
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Valuation Summary 
� Cyclically Adjusted P/E (CAPE), a 

long-term valuation measure 
increased for the MSCI World 
Index and the MSCI Emerging 
Markets Index in Q4, 2012 

� Valuations based on forward P/E 
increased for both the MSCI 
World Index and the MSCI 
Emerging Markets Index in Q4 
2012  

� Return on Equity declined for the 
MSCI EM Index and remained flat 
for the MSCI World Index in H2, 
2012 

� The long-term growth in forward 
earnings per share (EPS)  growth 
remained flat for the MSCI World 
Index and MSCI Emerging 
Markets Index in H2, 2012  

12 

Source: MSCI 

0

5

10

15

20

25

30

35

40

45

50

Jan-1980 Jan-1985 Jan-1990 Jan-1995 Jan-2000 Jan-2005 Jan-2010

Cyclically Adjusted P/E

CAPE - MSCI WORLD INDEX CAPE - MSCI EM (EMERGING MARKETS)

as of 31 Dec 2012

0

2

4

6

8

10

12

14

16

18

May2004 May2005 May2006 May2007 May2008 May2009 May2010 May2011 May2012

MSCI World and MSCI EM Fwd PE

THE WORLD INDEX PE fwd Emerging Markets (EM) PE fwd

as of 31 Dec 2012

0.06

0.08

0.1

0.12

0.14

0.16

0.18

Dec2000 Mar2002 Jun2003 Sep2004 Jan2006 Apr2007 Jul2008 Oct2009 Jan2011 Apr2012

MSCI World and MSCI EM ROE

THE WORLD INDEX ROE EM (EMERGING MARKETS) ROE

as of 30 Nov 2012

6%

8%

10%

12%

14%

16%

18%

20%

Jun2003 May2004 Apr2005 Mar2006 Feb2007 Jan2008 Dec2008 Nov2009 Oct2010 Sep2011 Aug2012

Long term Growth in Forward EPS

MSCI World MSCI EM (Emerging Markets)

as of 31 Dec 2012

A
S

R
S

|IC
|8-30-13

|#3
E

M
Forum

|
172



msci.com ©2013. All rights reserved. 

Relative Valuation of Equities 
� Yields of equities were higher 

relative to US Treasury yields and 
Investment-Grade Bond Yields at 
the end of December  2012 

� Trailing P/E and Forward P/E 
levels of MSCI ACWI, MSCI World 
and MSCI Emerging Markets 
indices were higher as of 
December 2012 as compared to 
levels seen a year ago 

� Trailing P/E and Forward P/E 
levels of MSCI ACWI, MSCI World 
and MSCI Emerging Markets 
indices were below their 10 year 
average as of December 2012 
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Source: MSCI, US Federal Reserve  data 
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Fixed Income – Spreads & Performance 

14 

Source: Factset, US Federal Reserve Data, ECB, MSCI 
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� Riskier segments of the fixed income market outperformed coinciding with a decline in credit spreads in 2012 
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Commodities – Performance 

15 

Source: Reuters, Factset, MSCI * The ML Industrial Metals Index comprises Aluminum, Copper, Zinc and 
Nickel 
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� Commodities underperformed in a context of muted global growth in 2012 
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Currencies 

� The Pound, Swiss Franc, Canadian Dollar and the Australian Dollar appreciated 
against USD whereas Japanese Yen depreciated against the USD in 2012  

� Korean Won and Mexican Peso appreciated whereas the Brazilian Real and Indian 
Rupee depreciated against the USD in 2012 

16 

Source: Reuters, MSCI 

as of 31 Dec, 2012 
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Review of Regions 
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Equities – Regions Performance Summary 

� MSCI Pacific ex Japan and Europe were the 
top performing regions across Developed 
Markets in 2012  

� MSCI EM outperformed MSCI USA, MSCI 
EAFE and MSCI FM in 2012  

� MSCI EM EMEA was the top performing 
region across Emerging Markets in 2012  

18 

Source: MSCI 

 

as of 31 Dec 2012 
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Equities – Trends in Earnings Growth  

19 

Source: Factset, IBES, MSCI 

As of 31 Dec 2012 

� Developed Markets  � Emerging Markets  
YoY Growth in Forward EPS (%) YoY Growth in Trailing EPS (%)

World -2.4 0.8
DENMARK 21.3 23.0
IRELAND 20.5 18.2
BELGIUM 9.0 53.2
HONG KONG 7.7 -19.5
SINGAPORE 6.9 9.9
NEW ZEALAND 6.1 28.9
NORWAY 5.1 17.9
GERMANY 3.7 5.6
SWITZERLAND 3.7 -0.6
SWEDEN 3.4 2.6
NETHERLANDS 0.2 -20.1
USA -1.3 7.9
CANADA -2.7 -8.2
UNITED KINGDOM -3.0 3.2
FRANCE -3.4 -14.6
JAPAN -9.3 -20.2
ITALY -9.5 -3.7
AUSTRALIA -9.7 -7.3
AUSTRIA -12.0 22.7
FINLAND -17.4 -61.9
SPAIN -19.1 -33.9
PORTUGAL -20.4 -32.5
GREECE -46.9 -6.6

YoY Growth in Forward EPS (%) YoY Growth in Trailing EPS (%)
EM 2.0 -2.5
EGYPT 38.7 8.2
MEXICO 25.1 28.9
KOREA 21.9 22.3
TURKEY 20.6 23.3
COLOMBIA 19.6 16.8
PHILIPPINES 17.0 14.3
HUNGARY 13.6 -24.3
RUSSIA 13.2 -4.1
MALAYSIA 11.7 27.2
THAILAND 10.2 -8.5
TAIWAN 2.7 -28.4
CHINA -1.3 -1.1
INDIA -2.0 9.8
POLAND -2.7 22.5
PERU -3.3 -9.9
CZECH REPUBLIC -4.2 27.5
INDONESIA -5.9 -3.8
SOUTH AFRICA -6.2 18.6
ISRAEL -10.7 -6.1
CHILE -11.6 -21.8
MOROCCO -14.1 -4.9
BRAZIL -21.9 -34.0
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Countries – Performance Summary 
� Across DMs Belgium, Germany and Denmark were the top performers and Portugal, Spain 

and Greece were the bottom performers YTD 

� Across EMs, Egypt, Turkey and Philippines were the top performers whereas Morocco, 
Brazil and Czech Republic  were the bottom performers YTD 

20 

Source: MSCI 
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MSCI Indices – Performance of Developed Countries 

21 

as of 31 Dec, 2012 

GROSS USD GROSS LOCAL 

PERFORMANCE Current Percentage Change
Weight -5D -3M YTD -12M 2011 2010

THE WORLD INDEX 0.0% 2.6% 16.5% 16.5% -5.0% 12.3%
1 BELGIUM 0.5% -0.4% 6.3% 40.7% 40.7% -10.0% 0.2%
2 GERMANY 3.4% -0.3% 8.5% 32.1% 32.1% -17.5% 9.3%
3 DENMARK 0.5% -0.1% 3.3% 31.9% 31.9% -15.7% 31.1%
4 SINGAPORE 0.8% 0.07% 3.2% 31.0% 31.0% -17.9% 22.2%
5 NEW ZEALAND 0.1% 0.2% 4.7% 30.4% 30.4% 6.3% 9.2%
6 HONG KONG 1.2% 0.3% 5.7% 28.3% 28.3% -16.0% 23.2%
7 AUSTRIA 0.1% -0.3% 19.1% 27.0% 27.0% -36.0% 10.7%
8 SWEDEN 1.3% 0.3% 5.0% 23.4% 23.4% -15.1% 34.8%
9 FRANCE 3.8% -0.4% 10.9% 22.8% 22.8% -16.0% -3.2%

10 AUSTRALIA 3.7% 0.3% 6.9% 22.3% 22.3% -10.8% 14.7%
11 SWITZERLAND 3.5% -1.0% 8.0% 21.5% 21.5% -6.0% 12.9%
12 NETHERLANDS 1.0% -0.5% 9.5% 21.2% 21.2% -11.7% 2.2%
13 NORWAY 0.4% -0.2% 1.1% 19.7% 19.7% -9.1% 11.8%
14 FINLAND 0.3% -1.4% 13.2% 16.5% 16.5% -31.0% 11.6%
15 USA 53.8% 0.0% -0.2% 16.1% 16.1% 2.0% 15.4%
16 UNITED KINGDOM 9.6% -0.1% 4.2% 15.3% 15.3% -2.5% 8.8%
17 ITALY 0.89% -0.6% 9.3% 13.5% 13.5% -22.2% -14.1%
18 CANADA 5.0% 0.2% 0.9% 9.9% 9.9% -12.2% 21.2%
19 JAPAN 8.5% 1.5% 5.8% 8.4% 8.4% -14.2% 15.6%
20 IRELAND 0.1% 0.8% 3.0% 6.3% 6.3% 14.3% -17.7%
21 GREECE 0.0% 0.1% 28.1% 5.7% 5.7% -62.7% -44.7%
22 PORTUGAL 0.1% -1.0% 10.5% 5.0% 5.0% -21.9% -10.5%
23 SPAIN 1.1% -1.2% 9.9% 4.7% 4.7% -11.2% -21.1%
24 ISRAEL 0.2% -1.1% -3.8% -3.9% -3.9% -27.6% 5.0%

PERFORMANCE Current Percentage Change
Weight -5D -3M YTD -12M 2011 2010

THE WORLD INDEX 0.2% 2.5% 16.4% 16.4% -5.0% 10.6%
1 BELGIUM 0.5% -0.3% 2.6% 38.6% 38.6% -7.0% 7.2%
2 DENMARK 0.5% 0.0% -0.4% 30.4% 30.4% -13.1% 40.4%
3 GERMANY 3.4% -0.2% 4.3% 30.1% 30.1% -14.7% 16.9%
4 HONG KONG 1.2% 0.32% 5.6% 28.0% 28.0% -16.1% 23.5%
5 AUSTRIA 0.1% -0.2% 13.8% 25.1% 25.1% -33.8% 18.4%
6 SINGAPORE 0.8% 0.1% 2.8% 23.5% 23.5% -16.9% 11.5%
7 NEW ZEALAND 0.1% 0.1% 5.5% 23.3% 23.3% 6.5% 1.8%
8 JAPAN 8.5% 3.5% 18.4% 21.8% 21.8% -18.6% 0.7%
9 FRANCE 3.8% -0.3% 5.9% 20.9% 20.9% -13.2% 3.5%

10 AUSTRALIA 3.7% 0.2% 7.0% 20.8% 20.8% -10.8% 0.7%
11 NETHERLANDS 1.0% -0.4% 5.3% 19.3% 19.3% -8.8% 9.3%
12 SWITZERLAND 3.5% -0.9% 3.4% 18.9% 18.9% -5.7% 1.8%
13 SWEDEN 1.3% -0.2% 2.9% 17.1% 17.1% -13.4% 26.9%
14 USA 53.8% 0.0% -0.5% 16.1% 16.1% 2.0% 15.4%
15 FINLAND 0.3% -1.4% 8.3% 14.7% 14.7% -28.7% 19.3%
16 ITALY 0.9% -0.5% 3.9% 11.7% 11.7% -19.6% -8.1%
17 NORWAY 0.40% -0.9% -3.1% 11.6% 11.6% -6.7% 12.5%
18 UNITED KINGDOM 9.6% -0.9% 2.1% 10.2% 10.2% -1.8% 12.2%
19 CANADA 5.0% 0.6% 1.5% 7.5% 7.5% -10.0% 14.9%
20 IRELAND 0.1% 0.9% 0.4% 4.7% 4.7% 18.1% -12.0%
21 GREECE 0.0% 0.2% 22.0% 4.1% 4.1% -61.4% -40.9%
22 PORTUGAL 0.1% -0.9% 7.3% 3.4% 3.4% -19.3% -4.2%
23 SPAIN 1.1% -1.1% 6.1% 3.1% 3.1% -8.2% -15.6%
24 ISRAEL 0.2% -1.5% -8.5% -6.2% -6.2% -21.8% -2.0%
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Emerging Markets 

� According to IMF estimates, many EM 
countries recorded slower growth but 
positive in 2012 as compared to 2011 

� Emerging markets had 38% share of World 
GDP and a weight of 13% in MSCI ACWI as 
of December 2012  

� Across EM regions, EM EMEA was the 
strongest performer in 2012  

 

22 

Source: IMF WEO Data, USDA, MSCI,  
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China - Growth and Performance  

� China’s GDP growth slowed 
down from 9.74% in Q3, 
2011 to 7.4% in Q3, 2012 

� Chinese export growth 
decreased coinciding with a 
slow down in the global 
economy over the past few 
quarters in 2012 

� Inflation in China  
decreased significantly in 
2012  

� MSCI China outperformed 
MSCI BRIC and MSCI EM in 
Q4 2012  
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Source: Reuters, MSCI, Stats.gov.cn 
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MSCI Indices – Performance of Emerging Countries 

24 

as of 31 Dec, 2012 

GROSS USD GROSS LOCAL 

PERFORMANCE Current Percentage Change
Weight -5D -3M YTD -12M 2011 2010

EM (EMERGING MARKETS) 1.2% 5.6% 18.6% 18.6% -18.2% 19.2%
1 TURKEY 1.7% 1.9% 18.4% 64.9% 64.9% -35.2% 21.2%
2 PHILIPPINES 0.9% -0.2% 11.6% 47.6% 47.6% 0.1% 35.5%
3 EGYPT 0.3% -1.4% -10.8% 47.1% 47.1% -46.9% 12.4%
4 POLAND 1.4% 0.02% 11.7% 41.0% 41.0% -29.5% 15.9%
5 COLOMBIA 1.2% 1.4% 12.6% 35.9% 35.9% -5.0% 43.4%
6 THAILAND 2.2% 1.0% 5.9% 34.9% 34.9% -2.4% 56.3%
7 MEXICO 4.9% 0.4% 5.7% 29.1% 29.1% -12.1% 27.6%
8 INDIA 6.4% 1.0% 0.5% 26.0% 26.0% -37.2% 20.9%
9 CHINA 17.5% 1.2% 12.9% 23.1% 23.1% -18.2% 4.8%

10 HUNGARY 0.3% 1.5% -1.5% 22.8% 22.8% -33.6% -9.6%
11 KOREA 15.4% 1.1% 4.8% 21.5% 21.5% -11.8% 27.2%
12 PERU 0.6% 0.4% 7.5% 20.2% 20.2% -21.4% 53.3%
13 SOUTH AFRICA 8.1% 2.3% 6.3% 19.0% 19.0% -14.4% 34.2%
14 TAIWAN 10.8% 2.2% 1.5% 17.7% 17.7% -20.2% 22.7%
15 RUSSIA 6.1% 0.5% 2.5% 14.4% 14.4% -19.3% 19.4%
16 MALAYSIA 3.6% 1.7% 3.7% 14.3% 14.3% 0.1% 37.0%
17 CHILE 1.93% 0.2% -0.6% 8.3% 8.3% -20.0% 44.8%
18 INDONESIA 2.8% 1.4% 1.1% 5.2% 5.2% 6.5% 34.6%
19 CZECH REPUBLIC 0.3% -0.1% -3.2% 3.5% 3.5% -5.0% -1.7%
20 BRAZIL 13.3% 0.6% 3.6% 0.3% 0.3% -21.6% 6.8%
21 MOROCCO 0.1% -1.8% 1.3% -11.5% -11.5% -14.8% 15.3%

PERFORMANCE Current Percentage Change
Weight -5D -3M YTD -12M 2011 2010

EM (EMERGING MARKETS) 0.8% 5.1% 17.4% 17.4% -12.5% 14.4%
1 TURKEY 1.7% 1.1% 17.0% 55.8% 55.8% -20.4% 24.5%
2 EGYPT 0.3% 1.5% -3.7% 54.7% 54.7% -44.9% 18.5%
3 PHILIPPINES 0.9% -0.2% 10.8% 38.2% 38.2% 0.2% 28.4%
4 THAILAND 2.2% 0.89% 5.9% 30.8% 30.8% 2.1% 41.3%
5 INDIA 6.4% 0.7% 4.1% 30.0% 30.0% -25.4% 16.2%
6 POLAND 1.4% -0.1% 6.7% 27.0% 27.0% -18.1% 19.6%
7 SOUTH AFRICA 8.1% 1.2% 8.5% 25.1% 25.1% 4.5% 20.6%
8 COLOMBIA 1.2% 0.9% 10.8% 23.9% 23.9% -4.1% 34.8%
9 CHINA 17.5% 1.2% 12.8% 22.9% 22.9% -18.3% 5.1%

10 MEXICO 4.9% 0.4% 6.2% 20.1% 20.1% -0.6% 20.6%
11 PERU 0.6% 0.4% 7.0% 19.7% 19.7% -21.4% 53.3%
12 KOREA 15.4% 0.8% 0.9% 12.9% 12.9% -10.4% 23.9%
13 TAIWAN 10.8% 2.2% 1.3% 12.8% 12.8% -17.1% 11.9%
14 HUNGARY 0.3% 1.3% -2.9% 11.9% 11.9% -22.5% -0.4%
15 INDONESIA 2.8% 1.2% 2.9% 11.8% 11.8% 7.2% 29.1%
16 MALAYSIA 3.6% 1.5% 3.2% 10.2% 10.2% 2.9% 23.4%
17 BRAZIL 13.29% -0.9% 3.8% 10.1% 10.1% -11.9% 1.7%
18 RUSSIA 6.1% 0.4% -1.4% 9.7% 9.7% -15.5% 20.3%
19 CZECH REPUBLIC 0.3% -0.1% -7.2% 0.3% 0.3% -0.2% -0.1%
20 CHILE 1.9% 0.1% 0.4% -0.1% -0.1% -11.2% 33.6%
21 MOROCCO 0.1% -1.7% -0.8% -12.6% -12.6% -12.4% 21.9%
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Frontier Markets 
� The MSCI Frontier Markets 

(FM) Index 
underperformed the MSCI 
World Index and the MSCI 
Emerging Markets Index in 
2012 

� Kenya and Nigeria were the 
top performers across FMs 
whereas Argentina and 
Ukraine were the bottom 
performers in 2012 YTD 

� The P/E ratio of MSCI 
Frontier Markets Index 
remained lower than MSCI 
World and MSCI EM in 
2012  

25 

Source: MSCI 

75

80

85

90

95

100

105

110

Jan2011 Apr2011 Jul2011 Oct2011 Jan2012 Apr2012 Jul2012 Oct2012

Relative Performance of MSCI FM over MSCI World and MSCI EM

FM (FRONTIER MARKETS) / THE WORLD INDEX USD

FM (FRONTIER MARKETS) / EM (EMERGING MARKETS) USD

as of 31 Dec 2012

-30.0% -20.0% -10.0% 0.0% 10.0% 20.0% 30.0% 40.0% 50.0% 60.0%

UKRAINE -19.3%

ARGENTINA -15.8%

BULGARIA -14.1%

ESTONIA 37.1%

KENYA 53.5%

NIGERIA 54.4%

Top 3 and Bottom 3 FM countries YTD (FM Country - MSCI FM) as of 31 Dec 2012

0

5

10

15

20

25

30

Trailing P/E - Comparison of MSCI FM with MSCI DM and MSCI EM

MSCI World Index P/E MSCI EM P/E MSCI FM P/E

as of 31 Dec 2012

A
S

R
S

|IC
|8-30-13

|#3
E

M
Forum

|
185



msci.com ©2013. All rights reserved. 

MSCI Indices – Performance of Frontier Markets  

26 

as of 31 Dec, 2012 

GROSS USD GROSS LOCAL 
PERFORMANCE Current Percentage Change

Weight -5D -3M YTD -12M 2011 2010
FM (FRONTIER MARKETS) 0.4% 3.1% 9.25% 9.2% -18.4% 24.2%

1 NIGERIA 11.9% 2.8% 12.3% 63.7% 63.7% -15.7% 26.7%
2 KENYA 2.9% 0.8% 10.3% 62.8% 62.8% -26.8% 30.8%
3 ESTONIA 0.4% 1.1% 22.2% 46.4% 46.4% -28.0% 61.7%
4 KAZAKHSTAN 3.6% 0.9% -0.1% 34.5% 34.5% -29.2% -14.7%
5 PAKISTAN 4.4% 0.7% 4.8% 33.5% 33.5% -10.5% 27.1%
6 LITHUANIA 0.1% 1.1% 9.5% 27.7% 27.7% -19.0% 33.5%
7 UNITED ARAB EMIRATES 10.6% 0.7% 4.0% 27.4% 27.4% -17.6% -1.9%
8 ROMANIA 1.2% 2.1% 17.1% 26.7% 26.7% -15.0% -1.0%
9 VIETNAM 2.5% 4.0% 3.4% 18.9% 18.9% -38.1% 10.4%

10 SERBIA 0.2% 0.6% 23.0% 7.4% 7.4% -22.6% 4.4%
11 SRI LANKA 1.8% 0.7% -3.3% 5.4% 5.4% -27.5% 74.1%
12 MAURITIUS 0.9% 0.5% 8.0% 0.9% 0.9% -1.8% 10.4%
13 LEBANON 2.6% 0.8% 4.7% 0.8% 0.8% -19.7% -8.0%
14 KUWAIT 26.6% -1.4% 0.5% 0.6% 0.6% -17.0% 45.4%
15 SLOVENIA 1.7% -0.2% 4.7% 0.3% 0.3% -18.2% -14.1%
16 JORDAN 0.9% 2.1% 1.4% -0.6% -0.6% -14.7% -9.5%
17 QATAR 14.7% -0.5% -3.4% -2.0% -2.0% 8.2% 31.3%
18 CROATIA 2.1% -0.6% -1.6% -2.1% -2.1% -10.2% 13.9%
19 BAHRAIN 0.6% 1.8% -5.1% -3.8% -3.8% -20.1% -18.0%
20 TUNISIA 0.8% -0.5% -5.0% -4.8% -4.8% -8.2% 11.9%
21 OMAN 3.3% 1.6% 3.0% -6.5% -6.5% -12.5% 17.9%
22 BANGLADESH 2.7% 1.8% -5.1% -3.8% -3.8% -20.1% -18.0%
23 BULGARIA 0.1% -0.5% -5.0% -4.8% -4.8% -8.2% 11.9%
24 ARGENTINA 3.0% 1.6% 3.0% -6.5% -6.5% -12.5% 17.9%
25 UKRAINE 0.3% 1.3% -2.8% -10.0% -10.0% -43.4% 45.1%

PERFORMANCE Current Percentage Change
Weight -5D -3M YTD -12M 2012 2011

FM (FRONTIER MARKETS) 0.3% 2.8% 9.75% 9.8% -16.9% 24.8%
1 KENYA 2.9% 1.0% 11.7% 64.7% 64.7% -22.8% 39.2%
2 NIGERIA 11.9% 2.2% 11.5% 57.4% 57.4% -10.0% 28.9%
3 PAKISTAN 4.4% 0.4% 7.2% 44.3% 44.3% -6.0% 29.0%
4 ESTONIA 0.4% 1.1% 19.0% 44.1% 44.1% -25.6% 73.0%
5 KAZAKHSTAN 3.6% 0.9% -2.2% 34.5% 34.5% -29.2% -14.7%
6 ROMANIA 1.2% 2.7% 10.9% 28.2% 28.2% -10.4% 6.2%
7 UNITED ARAB EMIRATES 10.6% 0.7% 1.9% 27.4% 27.4% -17.6% -1.9%
8 LITHUANIA 0.1% 1.2% 6.6% 25.7% 25.7% -16.3% 42.8%
9 SRI LANKA 1.8% 1.3% -4.1% 18.2% 18.2% -25.6% 68.8%

10 VIETNAM 2.5% 3.9% 4.4% 17.8% 17.8% -33.3% 16.5%
11 SERBIA 0.2% 0.2% 17.6% 11.9% 11.9% -20.0% 23.3%
12 MAURITIUS 0.9% 0.1% 9.2% 5.0% 5.0% -4.4% 9.7%
13 KUWAIT 26.6% -1.5% 1.3% 1.5% 1.5% -17.8% 42.5%
14 LEBANON 2.6% 0.8% 4.2% 0.8% 0.8% -19.7% -8.0%
15 JORDAN 0.9% 2.1% 0.7% -0.5% -0.5% -14.6% -9.4%
16 SLOVENIA 1.7% -0.1% 2.6% -1.2% -1.2% -15.5% -8.1%
17 TUNISIA 0.8% -0.4% -5.1% -1.2% -1.2% -4.1% 21.1%
18 QATAR 14.7% -0.5% -3.5% -2.1% -2.1% 8.2% 31.3%
19 CROATIA 2.1% -0.3% -3.6% -3.2% -3.2% -5.5% 23.2%
20 BAHRAIN 0.6% 1.8% -4.8% -3.8% -3.8% -20.1% -18.0%
21 OMAN 3.3% 1.6% 2.3% -6.5% -6.5% -12.5% 18.0%
22 BANGLADESH 2.7% -0.3% -3.6% -3.2% -3.2% -5.5% 23.2%
23 BULGARIA 0.1% 1.8% -4.8% -3.8% -3.8% -20.1% -18.0%
24 ARGENTINA 3.0% 1.6% 2.3% -6.5% -6.5% -12.5% 18.0%
25 UKRAINE 0.3% 1.1% -3.2% -12.3% -12.3% -34.3% 47.7%
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Momentum and Value across Countries 

� Denmark, Japan and Switzerland had higher valuations across DMs while Colombia, Philippines and 
Chile had the highest valuations across EMs, according to cyclically adjusted P/E 

� Belgium outperformed whereas Israel underperformed across DMs whereas Turkey outperformed and 
Morocco underperformed the most across EMs

27 

Source: MSCI 
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Cross Sectional Volatility (CSV)* 
� CSVs across Developed 

Markets (DMs) and the 
Emerging Markets (EMs) 
declined over the past few 
months in 2012  

� The contribution of common 
factors  decreased for both the 
MSCI World Index and MSCI 
Emerging Markets Index since 
May 2012 

� Across the DMs, the 
contribution of the style 
decreased whereas of Country 
and Industry increased since 
May 2012  

� Across EMs, Country CSV 
dominates although its level 
decreased in 2012 whereas 
contribution of industry 
increased and but style  
decreased in 2012  

28 

Source: MSCI 

 * Cross Sectional Volatility (CSV) is a measure of dispersion in stock 
returns at a point in time. It serves as a good gauge of 
opportunities available for generating active returns 
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MSCI ACWI - Country and Sector Dispersions 

29 

Source: MSCI 

 * Dispersion is the difference between the top and bottom 
performing countries or sectors  in MSCI ACWI  
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� The dispersion in returns across countries and sectors in MSCI ACWI were 
below historical averages  
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Review of Sectors 
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Sectors Summary 

� Financials, Consumer Discretionary and Health Care were the top performing sectors whereas 
Energy, Utilities and Telecom were the bottom performing sectors in MSCI ACWI IMI in 2012 

� Cyclical sectors such as Financials and Energy exhibited lower valuations than Defensive 
Sectors such as Consumer Staples, Healthcare and Utilities across MSCI ACWI IMI sectors as of 
December 2012  

31 

Source: MSCI 
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Sectors – Trends in Earnings Growth   

32 

Source: Factset, Reuters, IBES, MSCI 

As of 31 Dec 2012 

Emerging Markets  

Developed Markets  � Across Developed Markets, 
Consumer Staples, 
Information Technology and 
Healthcare had highest 
forward earnings growth 
expectations in 2012 

� Across Emerging markets, 
Information Technology, 
Consumer Discretionary and 
Healthcare had the highest 
forward earnings growth 
expectations in 2012 
 

YoY Growth in Forward EPS (%) YoY Growth in Trailing EPS (%)
World -2.4 0.8
WRLD/CONSUMER STAPLES 6.4 4.6
WRLD/INFORMATION TECH 4.9 2.2
WRLD/HEALTH CARE 4.3 5.2
WRLD/INDUSTRIALS 0.7 -0.2
WRLD/FINANCIALS 0.5 1.2
WRLD/TELECOM SVC -0.6 -13.2
WRLD/UTILITIES -2.9 13.2
WRLD/ENERGY -6.7 5.5
WRLD/CONSUMER DISCR -15.6 11.5
WRLD/MATERIALS -19.2 -25.9

YoY Growth in Forward EPS (%) YoY Growth in Trailing EPS (%)
EM 2.0 -2.5
EM/INFORMATION TECH 52.4 27.2
EM/CONSUMER DISCR 8.9 10.7
EM/HEALTH CARE 5.2 0.1
EM/FINANCIALS 4.2 7.3
EM/CONSUMER STAPLES 3.5 11.7
EM/TELECOM SVC 2.0 7.8
EM/ENERGY -0.7 -17.1
EM/UTILITIES -2.0 5.6
EM/INDUSTRIALS -8.8 -18.8
EM/MATERIALS -27.2 -29.8
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Sectors – Cyclicals vs. Defensives 

� Cyclicals outperformed  
Defensives across 
Developed and Emerging 
Markets since in H2, 2012 
coinciding with an 
increase in term spreads 
and a decrease in credit 
spreads over this period  

33 
Source: MSCI, US Federal Reserve Data 

Cyclical sectors : Materials, Industrials, Consumer Discretionary, 
Financials, Information  Technology, Energy  
Defensive sectors : Consumer Staples, Healthcare, Utilities, Telecom  
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Technology Cycle 

� MSCI ACWI IMI Information Technology declined with respect to MSCI ACWI IMI in Q3 and Q4 of 
2012 

� MSCI USA Information Technology’s trailing EPS Growth decreased coinciding with a fall in the  
Semiconductor Equipment and Materials International (SEMI) Book to Bill ratio since in Q4 2012  

34 

Source: Reuters, SEMI.org, MSCI 
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Resources Cycle 

� MSCI ACWI Agriculture and 
Food Chain Index and MSCI 
ACWI Commodity Producers 
Index underperformed MSCI 
ACWI in 2012  

� MSCI  ACWI Infrastructure 
Index and the MSCI EM 
Infrastructure 
underperformed their 
respective parent indices 
over the second half of 2012 

35 

Source: Reuters, MSCI, US Bureau of Labor Statistics 
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Credit Conditions 

� The growth rates of bank credit 
in the US increased whereas it 
decreased in the Euro area in 
Q4, 2012 

� The growth of the US Federal 
Government debt declined 
although the growth rate is still 
much higher than that of 
Household and Business debt 

� Business sector debt increased 
marginally in Q4, 2012 

� Demand for the consumer 
loans decreased in the US and 
Europe since May 2012 

� Demand for the business loans 
decreased in the US and  
Europe since May 2012 

36 

Source: US Federal Reserve Data, ECB 
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Financials 
� MSCI ACWI IMI Financials Index 

outperformed MSCI ACWI IMI since 
May 2012 coinciding with a decline 
High Yield spreads over US Treasury 
over this period 

� MSCI Emerging Markets Financials 
Index outperformed the MSCI 
Emerging Markets Index and MSCI 
World Financials Index in Q4, 2012 

� MSCI Europe/Banks Index 
outperformed MSCI World whereas 
MSCI USA/Banks underperformed 
since May 2012 

� MSCI World IMI Specialized 
Finance, MSCI World IMI Asset 
Management & Custody Banks 
underperformed whereas MSCI 
World IMI Investment Banking & 
Brokerage Indices outperformed 
World Financials  in Q4, 2012 

37 

Source: Kansas City Fed, Reuters, MSCI, Factset, US FDIC, Federal Reserve Data 
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REITS 

� REITS (Real Estate Investment 
Trust) as an industry constituted 
a relatively small weight in MSCI 
USA IMI, MSCI World IMI and 
MSCI ACWI IMI 

� MSCI ACWI IMI/REITS Index and 
MSCI USA/REITS outperformed 
their respective parent indices 
in 2012 

� Across REITS, Industrial and 
Retail REITS outperformed in 
2012  

38 

Source: MSCI 
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Momentum and Value across Sectors 
� Information Technology, Consumer Discretionary and Consumer Staples were the sectors with highest 

valuation across both MSCI World and MSCI EM according to cyclically adjusted P/E 

� Financials was  the top performer whereas Energy was the bottom performer across Developed 
Markets in 2012 

� Health Care was the top performer whereas Utilities was bottom performer across Emerging Markets 
in 2012 
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Source: MSCI 
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Review of Styles 
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Size and Styles 

41 

Source: MSCI 
Cyclicals: Consumer Discretionary, Financials, Industrials,  Information Technology, Services, Materials  
Defensives: Consumer Staples, Energy, Health Care, Utilities , Telecommunication 

� MSCI Small Cap Indices outperformed MSCI Large and Mid Cap segments in 2012 

� MSCI Growth Indices outperformed MSCI Value Indices across various regions in 2012 
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Strategies and Themes - 2012 YTD Performance 

42 

Source: MSCI 

� Across MSCI Risk Premia Indices, ACWI GDP 
Weighted and Equal Weighted were the top 
performers in 2012 

� Across MSCI thematic Indices, ACWI HDY 
ACWI Agriculture and Food Chain and Indices 
were the top performers in 2012 

� Across MSCI ESG Indices, MSCI Global 
Environment Index was the top performer in 
2012 
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MSCI High Dividend Yield Indices 
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Source: MSCI 
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Summary  

� Global growth remained muted in 2012 with USA and Emerging markets recording 
relatively stronger growth  

� Across Developed Markets, USA, Germany and Japan recorded positive yet modest growth 
whereas Euro area experienced negative growth in Q3 2012. Concerns persist on account 
of high levels of unemployment, muted credit conditions, high deficits and sovereign risks 
across major Developed Markets 

� Emerging countries recorded positive yet slower growth in 2012    

� Risky assets outperformed in 2012. Equity markets have outperformed Fixed income and 
Commodities in 2012 on the back on lower risk aversion.  

� Equity Return dispersion across countries and sectors remained below historical averages 
in 2012 

� Across sectors, Financials recorded strong returns in 2012    

� Across styles, Small cap, Growth, Momentum, Earnings Yield outperformed in 2012  

� Cross-Sectional Volatility highlights the relative importance of systematic factors such as 
Countries, Sectors, Styles and Currencies as key drivers of investment performance 
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Appendix 
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Appendix – Historical Return & Risk Characteristics  
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Appendix – Historical Return & Risk Characteristics   
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Appendix - Correlations across Regions, Sectors and Styles 

� The correlation between the 
MSCI World and MSCI Emerging 
Markets stands at 0.75 

� The correlations between the 
various MSCI ACWI sectors are 
in the range of 0.80 – 0.95 with 
the lowest being 0.57 between 
MSCI ACWI/ Information Tech 
and MSCI ACWI/Utilities 

� The average factor correlation 
of GEM2 style factor returns is 
close to 0, and there is a low or 
negative correlation between 
the Barra Momentum and other 
style factor returns 

48 

Source: MSCI. Data as of  31, Dec 2012. The correlations across the MSCI ACWI regions and sectors are calculated using the daily total 
returns in USD over the past 1 year.  The correlations between the GEM2 style factor returns are computed over a 3 year period. 

Correlation matrix (MSCI ACWI Sectors)

Energy Materials Industrials
Consumer 

Discretionary
Consumer 

Staples
Health 

care Financials
Information 

Tech Telecom Utilities
Energy 1.00
Materials 0.88 1.00
Industrials 0.88 0.92 1.00
Consumer Discretionary 0.84 0.87 0.94 1.00
Consumer Staples 0.80 0.75 0.81 0.81 1.00
Health care 0.81 0.74 0.81 0.79 0.88 1.00
Financials 0.88 0.90 0.93 0.89 0.79 0.79 1.00
Information Tech 0.76 0.76 0.82 0.86 0.71 0.74 0.77 1.00
Telecom 0.78 0.75 0.79 0.74 0.82 0.81 0.82 0.62 1.00
Utilities 0.75 0.71 0.75 0.72 0.80 0.77 0.78 0.57 0.82 1.00

Correlation matrix (MSCI ACWI Regions)

MSCI 
World

MSCI North 
America MSCI Europe

MSCI 
Pacific

MSCI 
Emerging 
Markets

MSCI EM 
Latin 

America
MSCI EM 

EMEA
MSCI EM 

Asia
MSCI World 1.00
MSCI North America 0.92 1.00
MSCI Europe 0.90 0.70 1.00
MSCI Pacific 0.46 0.24 0.39 1.00
MSCI Emerging Markets 0.75 0.55 0.73 0.68 1.00
MSCI EM Latin America 0.84 0.75 0.79 0.36 0.74 1.00
MSCI EM EMEA 0.78 0.59 0.87 0.41 0.82 0.75 1.00
MSCI EM Asia 0.47 0.29 0.44 0.74 0.90 0.41 0.54 1.00

Correlation Matrix (GEM2 Style factors) using 3 year monthly returns (ending Dec 2012)
MOMENTUM VOLATIL VALUE   SIZE    SIZENONL GROWTH  LIQUID  LEVERAGE

MOMENTUM 1.00
VOLATIL -0.53 1.00
VALUE   -0.35 0.53 1.00
SIZE    0.09 0.22 0.52 1.00
SIZENONL 0.07 -0.06 0.22 0.33 1.00
GROWTH  0.13 0.17 0.02 0.17 0.22 1.00
LIQUID  0.01 0.37 0.30 0.28 -0.13 0.41 1.00
LEVERAGE -0.56 0.20 0.19 -0.19 -0.14 -0.35 0.05 1.00
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Average Correlation across Countries in MSCI ACWI  

49 

Source: MSCI 
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Current Range of Investment Strategy Indices Offered by MSCI 

50 

Strategy Index Launch Main 
Factors 

Total 
Return 

Total 
Risk 

Active 
Return 

Active 
Risk 

Annual 
Turnover 

Pairwise 
Correl 

Equal Weighted 12/2007 SZE 8.5 16.3 1.6 5.2 23.4 0.26 

Min Volatility 04/2008 VOL 7.8 11.5 0.9 6.9 20.0 0.26 

Value Weighted 12/2010 VAL 8.6 15.7 1.7 3.6 18.6 0.27 

Risk Weighted 04/2011 SZE, VOL 9.5 13.8 2.7 5.3 24.6 0.46 

Quality Indices 12/2012 GRO, LEV 11.4 14.4 4.6 6.2 24.5 -0.01 

This table shows the list of MSCI strategy indices as of Dec 2012. Performance was calculated between May 1988 – Nov 2012, the longest period for 
which simulated history for all strategy indices exists. Over this period MSCI World had 6.8% return, 15.5% volatility and 3.9% turnover . All statistics 
presented  are annualized. Factors that affect strategy indices include Size (SZE), Volatility (VOL), Value (VAL), Growth (GRO), and Leverage (LEV). 
The pairwise correlation reported in the last column is the average monthly active return correlation between each strategy and the other 4 strategies. 
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 Risk Premia Indices Experienced Different Performance Cycles 
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 Quality Had Low Correlation with Other Risk Premia Strategies 
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MSCI 24 Hour Global Client Service 

Asia Pacific 

China North 10800.852.1032 (toll free) 
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Milan  +39.02.5849.0415 

Paris  0800.91.59.17 (toll free) 
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Notice and Disclaimer 
 

� This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is the property of MSCl Inc. or its 
subsidiaries (collectively, “MSCI”), or MSCI’s licensors, direct or indirect suppliers or any third party involved in making or compiling any Information (collectively, with MSCI, the 
“Information Providers”) and is provided for informational purposes only.  The Information may not be reproduced or redisseminated in whole or in part without prior written 
permission from MSCI.  

� The Information may not be used to create derivative works or to verify or correct other data or information.   For example (but without limitation), the Information may not be used 
to create indices, databases, risk models, analytics, software, or in connection with the issuing, offering, sponsoring, managing or marketing of any securities, portfolios, financial 
products or other investment vehicles utilizing or based on, linked to, tracking or otherwise derived from the Information or any other MSCI data, information, products or services.   

� The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information.  NONE OF THE INFORMATION PROVIDERS MAKES ANY EXPRESS OR 
IMPLIED WARRANTIES OR REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE OBTAINED BY THE USE THEREOF), AND TO THE MAXIMUM EXTENT 
PERMITTED BY APPLICABLE LAW, EACH INFORMATION PROVIDER EXPRESSLY DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF 
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INFORMATION. 

� Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any Information Provider have any liability regarding any of the 
Information for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages even if notified of the possibility of such damages. The foregoing shall 
not exclude or limit any liability that may not by applicable law be excluded or limited, including without limitation (as applicable), any liability for death or personal injury to the 
extent that such injury results from the negligence or wilful default of itself, its servants, agents or sub-contractors.   

� Information containing any historical information, data or analysis should not be taken as an indication or guarantee of any future performance, analysis, forecast or prediction.  Past 
performance does not guarantee future results. 

� None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or other investment vehicle or any trading strategy. You cannot 
invest in an index. 

� MSCI’s indirect wholly-owned subsidiary Institutional Shareholder Services, Inc. (“ISS”) is a Registered Investment Adviser under the Investment Advisers Act of 1940.  Except with 
respect to any applicable products or services from ISS (including applicable products or services from MSCI ESG Research Information, which are provided by ISS), neither MSCI nor 
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strategies and neither MSCI nor any of its products or services is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of 
investment decision and may not be relied on as such. 

� The MSCI ESG Indices use ratings and other data, analysis and information from MSCI ESG Research.  MSCI ESG Research is produced by ISS or its subsidiaries.  Issuers mentioned or 
included in any MSCI ESG Research materials may be a client of MSCI, ISS, or another MSCI subsidiary, or the parent of, or affiliated with, a client of MSCI, ISS, or another MSCI 
subsidiary, including ISS Corporate Services, Inc., which provides tools and services to issuers.  MSCI ESG Research materials, including materials utilized in any MSCI ESG Indices or 
other products, have not been submitted to, nor received approval from, the United States Securities and Exchange Commission or any other regulatory body. 

� Any use of or access to products, services or information of MSCI requires a license from MSCI.  MSCI, Barra, RiskMetrics, ISS, CFRA, FEA, and other MSCI brands and product names are 
the trademarks, service marks, or registered trademarks or service marks of MSCI or its subsidiaries in the United States and other jurisdictions.  The Global Industry Classification 
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Project scope 

 Analyze the rationale for investing in EM (Section 1) 
 

 Analyze and determine the most effective and efficient access nodes to EM (Section 2) 
 

 Discuss the main EM themes and access nodes (Section 3) 
 

 Conclusion (Section 4) 

 

2 Arizona State Retirement System :    Emerging Markets Analysis 



Strong growth in the last decade… next decade? 

 Last decade growth: aftermath of many EM crises in 1990s (Mexico, Russia, Asian Fin. Crisis) 
 EM contribution to the overall world’s GDP growth significantly increased  
 Currently almost 40% of world’s GDP 
 Growth differential, not as robust as in the past decade, expected to continue 
 Growth: 3%+ for most EM, 6%+ for growth EM (China, Indonesia), 10%+ for rapid growth EM (Mongolia) 

3 Arizona State Retirement System :    Emerging Markets Analysis 

2012 Real GDP growth 

(Source: IMF, 2012) 



Favoring macroeconomic factors  Favoring demographic trends 

 Higher foreign exchange reserves (more than 65% of world’s 
foreign  exchange reserves) 

 

 Lower debt-to-GDP levels 

 

 Market based reforms, reduced trade barriers and tariffs 

 EM will contribute almost 50% of global GDP growth by 2015 

 

 Aging populations in DM, young and growing populations in 
EM (India has the most promising demographic dividend as it 
will have the largest working age population by 2025) 
 

 Rise of the middle class-key growth driver in EM 
 More middle class households in EM than DM by 2025 
 440 EM cities (out of 600 global cities) will contribute $23 

trillion or 47% of global growth by 2025* 
 
 

 Increased urbanization levels 

 
 

Arizona State Retirement System :    Emerging 
Markets Analysis 4 

(Source: McKinsey, 2012) (Source: McKinsey, 2012) 

Concentration of global cities by 2025 

More households in EM than DM by 2025 

*assumes global GDP to expand by compound average rate of 4% per annum 



Capital flows Trade flows 

 Collapsed during Financial Crisis in 2008-2009, recovered to 
pre-crisis levels 

 CF slowing in 2012, but expected to pick  up in 2013-2014 

 

 Weak projected growth in DM will attract higher share of CF to 
high growth EM 

 

 Positive relationship between CF and asset returns  

 

 Further study of CF can paint a better picture of what countries 
will do well and aid for better capital deployment by the ASRS 

 Increasing trade relations within EM-‘south-south’ trade  

 

 Benefiting industries: infrastructure, shipping, commodity 
related businesses 

 

 Increase of BRIC financing (China, Brazil, SSA) 

 Shifting trade flows will lead to higher concentration of global 
demand to high growth Asian countries 

 

Arizona State Retirement System :    Emerging 
Markets Analysis 5 

Capital flows to developing countries 

 

             
(Source: World Bank, 2012) 



Current global macro landscape 

 Deleveraging in DM inhibits EM growth potential 

 During 2008-2009 Financial Crisis EM showed resilient trends, now markets are more 
synchronized (risk on/risk off mode) 

 Export driven growth EM transitioning to internal consumption driven growth 

 EM have more room to navigate through deleveraging in DM and potential to revive global 
growth 

 CEE might be impacted the most by the Euro zone crisis-potential investment opportunity 

 Short-term: temporary weakness in EM (BRICs slowing) 

 Long-term: strong secular trend favoring growth in EM 
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Nodes of access 

7 Arizona State Retirement System :    Emerging Markets Analysis 

Direct investment 
exposure to emerging 

markets 

Public markets 

Private equity 

Debt 

Infrastructure 
investment 

Emerging market 
currencies 

Real estate 

Hedge funds 

Indirect investment 
exposure to emerging 

markets  

Developed market 
equities with 

emerging market 
exposure 



Public markets 
 Most effective and efficient access node to EM 

 More vibrant public markets: equity market cap of EM increased from 6% in 2001 to 15% in 
2012 and it’s expected to reach around 30% in 2030 

 US equity market cap expected to decrease from around 44% to 39% by 2030 

 EM market cap (21 countries as part of MSCI EM index) is around $14 trillion vs. US market 
cap of  around $15.6 trillion 

 Largest asset class for direct investment exposure in EM 
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Top 5 emerging markets equity returns (2000-2011) 

Rank 1 2 3 4 5 MSCI 

2000 
Israel 

24.75% 
Venezuela 

0.78% 
Czech 
0.71% 

Poland 
-4.59% 

Pakistan 
-13.26% 

-30.83% 

2001 
Russia 
53.17% 

Korea 
45.97% 

Colombia 
37.07% 

Jordan 
29.02% 

Mexico 
15.93% 

-2.61% 

2002 
Pakistan 
150.53% 

Czech 
43.66% 

Indonesia 
41.87% 

Hungary 
30.32% 

Peru 
29.11% 

-6.17% 

2003 
Thailand 
143.51% 

Turkey 
125.30% 

Brazil 
114.41% 

Argentina 
100.35% 

Peru 
96.16% 

55.82% 

2004 
Colombia 
132.44% 

Egypt 
126.23% 

Hungary 
91.49% 

Czech 
85.62% 

Jordan 
61.13% 

25.55% 

2005 
Egypt 

161.59% 
Colombia 
107.15% 

Jordan 
73.64% 

Russia 
73.12% 

Pakistan 
63.81% 

34.00% 

2006 
China 

82.87% 
Indonesia 

73.78% 
Morocco 
67.98% 

Argentina 
67.31% 

Peru 
62.12% 

32.17% 

2007 
Peru 

94.37% 
Brazil 

79.56% 
Turkey 
74.09% 

India 
73.11% 

China 
66.24% 

39.39% 

2008 
Morocco 
-11.08% 

Colombia 
-25.10% 

Israel 
-29.26% 

Chile 
-35.79% 

S. Africa 
-37.89% 

-53.33% 

2009 
Brazil 

128.06% 
Indonesia 
126.24% 

Russia 
104.22% 

India 
102.81% 

Turkey 
97.51% 

78.51% 

2010 
Thailand 
55.71% 

Peru 
53.32% 

Chile 
44.16% 

Colombia 
43.41% 

Malaysia 
37.01% 

18.88% 

2011 
Indonesia 

6.00% 
Malaysia 

0.12% 
Philippines 

-0.89% 
Thailand 
-2.72% 

Colombia 
-5.02% 

-18.42% 

 (Source: Lazard) (Source: World Federation of Exchanges, 2012) 

Public markets in EM 

Country Stock exchange 
Listed 

companies 

Market capitalization 

(in US billions) 

 China Shanghai SE /Shenzen SE/Hong 
Kong Exchange 

3,899 3,389 

 Brazil BM&FBOVESPA 372 1,401 

 India Bombay/Colombo/National SE 
India 

7,057 2,433 

 Russia MICEX 324 906 

 South Africa Johannesburg SE 388 871 

 South Korea Korea Exchange 1,814 1,119 

 Taiwan Taiwan SE 824 733 

 Malaysia Bursa Malaysia 938 432 

 Indonesia Indonesia 442 424 

 Thailand Stock Exchange Thailand 546 322 

 Philippines Philippine SE 251 191 

 Mexico  Bolsa Mexican de Valores 471 451 

 Chile Santiago SE 272 317 

 Colombia Colombia SE 84 245 

 Peru Lima SE 257 90 

 Turkey Istanbul SE 265 252 

 Poland Warsaw SE 799 167 

 Czech Rep. Prague SE 26 53 

 Hungary Budapest SE 53 22 

 Egypt Egyptian Exchange 233 60 

 Morocco Casablanca SE 77 63 

 



Benefits & disadvantages 
 Benefits: easily accessible, most liquid, low correlations, high IPO activity, tactical flexibility, low transaction 

costs, ease of monitoring and evaluating performance 
 

 Disadvantages: EM stock exchange regulations, transparency issues, concentrated sectors (might not be 
representative of the overall market as some are heavily weighted by state-run companies in financial and 
energy sectors) 
 

 Light exposure to consumer sector  
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Public market Financial sector Energy sector 
Consumer 
sector 

China 31% 20% 13% 

Brazil 26% 30% 16% 

India 28% 43% 20% 

US 18% 16% 22% 

Consumer sector exposure (as % of market capitalization)  

(Source: World Federation of Exchanges, 57 stars, 2012) 

      Public markets correlations  
(movement of major public indices) 

(Source: Bloomberg, Commonfund. Data computed 
using monthly returns from 1/1/95 to 2/29/12) 



Stock markets’ significance in the national economy 

 Domestic market capitalization as % of GDP for selected EM (2011) 

 South Africa has the highest market cap as  % of GDP 

 CEE countries have relatively low market cap as  % of GDP (as well as low number of total listed companies) 
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(Source: World Bank, 2012) 



Stock markets' significance in the national economy continued… 
Domestic market capitalization  for DM and EM stock exchanges as % of GDP (% shown for 2011) 

 

11 

 (Source: World Federation of Exchanges, 2012) 



Emerging markets IPOs 
 Highest EM IPO activity in 2011: China followed by Poland 
 Larger % of IPOs in Mexico (above 60%) had positive returns (as of 7/17/2012 for the last 5 years) 
 Most IPOs in China (above 80%) had negative returns 
 Indonesia had the highest IPO returns for the last 5 years (in local currency  and in USD) 
 Chinese Yuan appreciated the most vs. USD during the last 5 years. 
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% of total IPOs with positive/negative returns 
(7/17/2007-7/17/2012) 

IPO returns (7/17/2007-7/17/2012) 

(Source: Data provided by William Blair as of 7/17/2012)  
*Includes all IPOs during the time period. Over ten year period most EM currencies 
appreciated vs. USD. (Source: Data provided by William Blair as of 7/17/2012)  

 



Private equity 
 More targeted direct investment approach to EM 

 Exposure to under-represented sectors in public markets (need exposure beyond listed companies) 

 CEE & CIS attractive PE environment (low supply of PE capital, less competition, attractive sectors, ‘DM risk,’ solid 
fundamentals) 
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(Source: EMPEA, 2012) 

(Source: EMPEA, 2011) 

  

 

Private and Public market comparison 

 Country Total 

number of 

private 

companies 

Total 

number of 

public 

companies 

Public 

market cap  

(in billions) 

Public 

market cap 

(as % of GDP 

in 2011) 

Private equity 

penetration*** 

(in % as of 

2011) 

Public as % of Private 

(in terms of total 

number of companies) 

Brazil 2,617,688 372 1,401 49.6 .10 0.01 

China 3,806,039 3,899 6,115 46.4 .14 0.10 

India 709,285 7,057 2,443 54.9 .33 0.99 
Poland 228,510 799 167 26.9 .13 0.35 
US 7,947,652* 4,988** 15,641** 103.6 .98 0.06 

 (Source: World Federation of Exchanges, World Bank, 57 stars, Manta) 
*assumes companies with 500k+ revenue  
**includes NYSE Euronext and NASDAQ OMX 
*** Private equity investment divided by gross domestic product 



Private equity fundraising by region (2002-2011)  

 Emerging markets total fundraising was $38.5 billion in 2011 (vs. $93 billion in US) 

 Emerging Asia had the highest ($26.2 billion) while MENA had the lowest ($423 million) total fundraising in 
2011 

 China and Brazil dominate the BRICs in terms of total fundraising in 2011 
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Private equity investments by region (2002-2011) 

 Emerging markets total investments was $26.9 billion in 2011 (vs. $147 billion in US) 

 Emerging Asia had the highest ($18.7 billion) while MENA had the lowest ($385 million) total  investment in 
2011 

 China and India dominate the BRICs in terms of investment totals in 2011 
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Emerging market debt 

 DM: poor debt dynamics, continuous downgrades, high debt-to-GDP levels 

 EM: solid fundamentals, re-rated to investment grade status, low debt-to-GDP levels, disciplined and conservative, operating 
closely to their fiscal budgets 

 Local currency vs. External debt 

 Local currency grew from $670 billion in 1995 to around $5.7 trillion in 2011 (increase of 750%) 

 External debt grew from $119 billion tin 1995 o $1.1 trillion in 2011 

 Local currency debt offers a better exposure to EM growth: attractive yields, investment grade status, potential currency 
appreciation and diversification 

 Some EM currencies are significantly weakened  

 Potential investment prospects are countries with ‘undervalued ‘currencies, healthy growth rates, well managed inflation, 
solid capital inflows and larger reserves 
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Purchasing power parity implied currency valuations of major EM currencies 

(Source: VectorGrader, as of 6/24/2012) 



EM currencies 

 Need to be investigated since it is an important part of the ‘return piece’ in equities or  in local currency debt 

 REER, BEER & FEER currency valuations methods* 

 REER/BEER shows  Mexico (MXN), South Africa (ZAR),  and Korea (KRW) as fundamentally cheap 

 REER shows Korea, Poland, India, South Africa, Mexico, Malaysia and China as undervalued 

 Most of these valuation techniques evaluate currencies in terms of trade competitiveness (they only give as part of 
the picture) 

 Using April/May 2012 data 
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(Source: Credit Suisse as of April 2012)  

 

REER/BEER currency valuation REER currency valuation 

June 2012 

*REER stands for Real Effective Exchange Rate. REER is an overall measure of country’s external competitiveness against 
other currencies. It is the weighted average of currency relative to an index of currencies. 
BEER stands for Behavioral Equilibrium Exchange Rate  
FEER stands for Fundamental Equilibrium Exchange Rate . FEER is  relatively a new method developed by Peterson’s 
Institute. It is defined as an exchange rate that is expected to be indefinitely sustainable on the basis of existing policies. 



EM currencies continued… 

 It is useful to analyze EM currencies in terms of key macro drivers  (such as balance of payments framework) 

 Some EM currencies are more commodity driven (such as BRL and CRB metal index or RUB and oil price) 

 Currency manipulators: China and Russia 

 INR might seem ‘undervalued’ under some  valuation measures (such as PPP), but it has many problems (persistent current 
account deficit issues, elevated inflation, poor external debt dynamics etc.) 

 MXN is dependent on US growth and highly correlated to S&P 500 

 MXN is one of the most liquid EM currencies (the only convertible and fully deliverable currency in LATAM region) 
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Key macro drivers for EM currencies  

Country Real GDP (%) 
2012/2013 
 

Inflation (%) 
2012/2013 
 

Current 
account (in 
USD billions) 
2012F/2013F 
 

Gross public 
debt (% GDP) 
2012F/2013F 

Interest rate 
(%) as of 
7/23/2012 

Net FDI (in 
USD billions) 
2012F/2013F 
 

 
Brazil 

2.2/4.6 5.1/5.8 -59.9/-71.5 61.6/58.5 8.00 (last cut 
by 50 bps in 
July) 

48/53 

 
Russia 

4.3/4.0* 4.6/5.7 92.5/71.3*** 10.5/10.4 8.00 -5/5 

 
India 

6.2/7.3 7.3/6.3** -73.2/-69.4 64.7/62.9 8.00 20/23 

 
China 

8.1/8.4 3.2/4.5 189/211 22.1/24 6.00 (last 
cuts in June 
and July) 

131/148 

 
Mexico 

4.0/2.7 3.8/4.0 -6.7/-8.5 35.9/35.6 4.50 (remains 
flat in 2012) 

10/13 

                         (Source: IMF, Barclays, global-rates.com) 

*GDP of 4.0% for Russia might be too optimistic if oil prices remain below $100/barrel 
**Recent drought in India will impact food prices and elevate inflation (in EM food prices account for about 55% of what drives 
inflation) 
***Current account balance might be lower in Russia due to decrease in oil prices 



EM currencies and expected trajectories 

 BRICs and Mexico currencies analyzed 

 BRL  and prices of commodities 

 RUB and price of oil 

 INR and poor fiscal health and debt dynamics 

 CNY and fixed exchange rate 

 MXN and dependency on US growth 
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EM currencies (BRICs and Mexico) 

Country Currency 
per US$ 
(7/21/12) 
 

Current developments Challenges/issues Expected trajectory 
 

Catalyst for 
appreciation/ 
depreciation 

Brazil 

BRL 
2.02 

Recent GDP sharp 
slowdown (below 3% 
this year vs. 7%+ in 
2010). Government 
stimulus in effect. Most 
recent (in July) interest 
rate cut by 50 bps-
currently at 8%. 

Highly dependent on 
commodity exports 
(especially to China). 
Euro zone uncertainty 
and China slowdown 
negatively impact BRL. 
Key commodity prices 
that drive BRL are 
sliding lower. There is 
a strong relationship 
to metal prices-CRB 
metal index and BRL 
correlation. 

BRL seems still 
overvalued although it 
depreciated 
considerably recently. 
BRL is expected to be 
weaker due to lower 
commodity prices.  
Longer term trajectory 
is dependent on 
commodity prices. 

If global risk factors (EU 
uncertainty & China 
slowdown) are absent 
and global growth 
returns, BRL has strong 
potential of 
appreciation. Policy mix 
and labor market can 
spur the growth. 
Upcoming big sporting 
events (Olympics, 
World Cup) might 
temporarily boost BRL. 

Russia 

RUB 
32.04 

Putin is back in 
presidential capacity 
until 2018. 
Government’s $30 
billion privatization 
announced in June. Oil 
price slide since April. 

Political tensions (anti-
Putin protests). Capital 
outflows recently 
triggering sell-off in 
RUB assets. RUB is 
very sensitive to oil 
price fluctuations. This 
might negatively 
impact GDP growth 
and current account 
balance. 

Currency can be 
manipulated with oil 
funds. Expected 
trajectory of RUB is 
highly dependent on 
oil price.  
 

Oil price increase will 
strengthen RUB. Putin’s 
initiatives to increase 
expenditures (target to 
boost investment-to-
GDP ratio from current 
21% to 25% by 2015 
and to 27% by 2018). If 
Putin continues creating 
favorable environment 
for FDI, RUB has strong 
long-term potential. 

India 

INR 
55.32 

Growth decreased 
significantly (GDP 
below 6%).  
Presidential election 
late July (should not 
have any dramatic 
effect). Recent extreme 
drought is impacting 
food prices and 
eventually inflation 
levels. Concerns about 
external debt dynamics 
(steadily increasing 
since 2006). 

Political gridlock and 
fiscal issues inhibit 
growth potential. 
Inflation is at elevated 
levels (7%+).Food 
price inflation can 
create tensions. 
Recent droughts 
impact agriculture 
sector and GDP. 
Persistent current 
account deficit issues.  

INR is among the 
weakest EM 
currencies. Near term 
continued weakness is 
expected due to poor 
fiscal health and debt 
dynamics. 
 

Once global growth 
returns and Euro zone 
tensions ease, INR has 
positive outlook. This is 
dependent on political 
reforms and stability. 
Favorable demographic 
trends will play a key 
role as India will have 
the largest adult 
working class 
population by 2025 
(surpassing China). 

China 
 

CNY/ 
RMB 
6.37 

Current second quarter 
GDP of 7.6% (8%+ 
growth for 2012 is still 
expected vs. 9.2% 
growth in 2011). 
Economy is 
transitioning into a 
more domestic growth 
driven. Government 
has policy mix and 
resources to maintain 
the stability and 
growth. 

Disorderly EU event 
that triggers significant 
global recession will 
negatively impact 
Chinese growth 
potential (Europe 
represents around 
19% of exports). 
Potential peak or 
slower growth in 
reserves. 

Currency is 
manipulated and 
artificially kept low. 
Increased US dollar 
and weak exports 
growth translate into 
modest depreciation 
of CNY in near term. 
Longer term, CNY 
provides stability and 
capital preservation. 
 

In medium term, 
combination of 
favorable demographics 
(eventually this will turn 
to terrible 
demographics due to 
one child policies from 
1970s) and solid fiscal 
health is a good catalyst 
for a stable and 
modestly appreciating 
CNY. 

Mexico 
MXN 
13.36 

One of the most liquid 
EM currencies. The 
only convertible and 
fully deliverable 
currency in LATAM 
region. Mexico has a 
new president (since 
July) E.P. Nieto. 
Currently, monetary 
easing is on hold since 
2009 (flat rate at 
4.5%). Relatively small 
current account 
deficit. Manufacturing 
sector and capital 
inflows (FDI and 
remittances) show 
positive trends for 
Mexico. 

Trade relationship and 
close proximity to US. 
Highly dependent on 
US growth (70%+ of 
exports to US). 
Significant 
slowdown/recession 
in US will negatively 
impact Mexico. MXN 
has one of the highest 
correlations to S&P 
500 among EM 
currencies. Corruption 
and drug war are still 
a concern. 

Volatility of MXN 
might increase as we 
approach US fiscal cliff 
period. MXN is a 
strong beneficiary of 
potential recovery.  

US growth will fuel 
Mexican growth. Euro 
zone uncertainty and 
US status as a 
temporary safe haven 
might increase demand 
for Mexican assets and 
currency appreciation. 
Capital flows such as 
remittances from 
migrants in recent 
years reached high 
levels ($23 billion in 
2011). Mexico is 
competitive with its 
exports vs. China (as 
China’s labor costs are 
rising). Favorable 
demographic trends.  

 

Country Currency 
per US$ 
(7/21/12) 
 

Current developments Challenges/issues Expected trajectory 
 

Catalyst for 
appreciation/ 
depreciation 

 



Infrastructure investments 
 Around $22 trillion to be spent during the next 2 decades in EM 

 Increased population growth and urbanization levels fuel the demand 

 Asian countries spend significantly more on infrastructure 

 Disadvantages: illiquid, long time horizons, challenge to capture actual revenue streams 

 Better access through EM/DM companies indirectly (CEMEX, XSTRATA etc.) 

 Areas to focus on: electricity generation, roads, railroads, water systems, ports 

 Infrastructure related themes: shipping (Brazil, South East Asia) transportation (such as 
Marcopolo-Brazilian bus manufacturer), container capacity around ports, water supply & 
waste water treatment services, construction, waste collection, toll road operation  
(Indonesia) etc. 
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Infrastructure spending in EM 

 

(Source: World Bank, 2012) 



Indirect access node:  DM equities with EM exposure 

 Economic exposure can be based on revenue, assets, earnings or capital expenditure 

 Other macro factors to consider to derive economic exposure: GDP growth, inflation, interest rates, commodities 
and currencies 

 Variables need to be publicly available 

 Source of revenue is key variable for determining  economic exposure to EM 

 MSCI World with EM exposure index (300 largest companies with highest EM exposure, average exposure is 35%) 

 Higher EM exposure captures higher EM premium 

 European companies have the highest EM exposure  

 Benefits: more transparent, low transaction costs, lower risk, easy access and implementation 
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(Source: MSCI, 2012) 



DM equities with high EM exposure portfolio 

 Selection of top ranked DM companies (100-300 companies) 

 Need high EM exposure 50%+ (exact exposure needs to be determined) 

 Geographic distribution of revenues in key regions/countries (BRICs and selected key countries such as 
Mexico, Colombia, Indonesia, Philippines, Turkey and Poland) 

 Sector aware (focused on main EM themes: consumer goods, agriculture, infrastructure, healthcare, 
energy, financials and automotive) 

 Slow growth aware  

 Tactical overweight/underweight to US equities (leveraging US safe haven status in near term) 

 Tactical overweight/underweight to European equities (as they have the highest EM exposure and currently 
impacted by Euro zone crisis) 

 Complementary to existing active manager EM equity portfolios 
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MSCI Economic Exposure Indices 

(Source: MSCI, 2012) 



Summary table of direct access nodes 
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Access Node Description Benefits Risks 

Public Equity 

Public equities from 
EM countries 
(trading on 

exchanges in DM or 
EM) 

The most effective and efficient access 
node. The largest asset class in EM. The 

most liquid asset class and easily 
accessible. Low transaction costs. 
Flexibility advantage from tactical 

perspective. 

Concentrated sectors (such as energy, 
materials and financials) in market 

indices, EM stock exchange 
regulations, transparency issues 

Private Equity 

Private Equity via US 
or EM funds (global 
platform or fund of 

funds) 

More direct and targeted exposure to 
EM. Access to non-listed companies. 

Better exposure to under-represented 
sectors in EM. Potential high returns. 

Illiquidity, insufficient manager 
experience/skills, scale issue, no 

flexibility, exit issues 

Debt 
External and local 

currency debt 

Potential currency appreciation and 
diversification, lower 

volatility/correlations, attractive yields, 
higher quality debt 

Sovereign risk, credit risk, currency 
risk, regulatory risk, liquidity risk,  
bankruptcy laws, recent capital 

inflows 

Infrastructure 
investments 

Infrastructure 
investments in EM 

Targeted investment exposure, 
infrastructure need in EM 

Illiquidity, longer time-horizon, 
challenge to capture profits, intensive 

due diligence 

EM Currencies 
Investments in EM 

currencies 
Potential currency appreciation and 

diversification 
Currency risk, high volatility, currency 

manipulation in EM 

Real estate 
Real estate 

investments in EM 
Targeted investment exposure, long-

term high return potential 

Illiquidity, longer time-horizon, EM 
laws and regulations, significant due 

diligence 

Hedge funds 
HF specialized in EM 

investments 
Specific exposure to EM, potential of 

high returns 
High fees, pension/state regulations, 

overall HF performance 



Indirect access node 
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Access Node Description Benefits Risks 

Developed market 
equities with 

emerging market 
exposure 

DM equities with high 
EM exposure (such as 

MSCI World index with 
EM exposure) 

Flexibility, low transaction 
costs, accessibility, liquidity, 

transparency, lower risk 

Might not be representative of EM 
growth. High correlations with 

other DM equities and investments. 
Depends on the % of revenue 

generated from EM (need at least 
50%+) 



Emerging market themes and access nodes 
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Automotive Financials 
Durable consumer 

goods 

Luxury goods Agriculture Infrastructure 

Healthcare Sustainable energy 



Summary table of selected themes and access nodes 
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Theme Region/Country Access Node Rationale 

Infrastructure Globally (focus on BRICs, 
LATAM, south-east Asia 
and Sub-Saharan Africa) 

EM or DM public equities 
(such as CEMEX, XSTRATA 
etc.) 

Increasing population and 
urbanization levels fuel 
demand for infrastructure 
spending. Infrastructure 
investments are better 
accessed through EM/DM 
companies indirectly 
rather than actual 
infrastructure projects. 

Consumer  Globally (focus on BRICs, 
Colombia, Peru, Chile, 
Indonesia, Malaysia, 
Philippines, Vietnam, 
Thailand, Poland, Czech 
rep., Slovakia, Bulgaria, 
Romania, Ukraine, 
Estonia, Kazakhstan, South 
Africa, Ghana and Nigeria) 

Private equity Consumer sector has light 
exposure in most public 
markets. Rise of middle 
class is the key growth 
driver in EM. 

Agriculture Globally (focus on more 
agrarian countries such as 
China, Brazil, India and 
Poland) 

Indirectly through DM 
companies with high EM 
exposure (such as 
Monsanto, Cargill, Bunge, 
ADM, Deere, TSC etc.) 

Changing diet, rising 
income, water scarcity 
and availability of arable 
land all contribute to the 
future prospects of 
agriculture in EM. 
Advantages of lower risk, 
easy access, transparency 
and current US status as 
safe haven.  

 



Conclusion  
 Current global macro landscape: synchronized slowdown 

 Temporary weakness in EM, but strong secular growth long-term 

 Public equity is the most effective and efficient access node to EM 

 

 The multi-access node strategy consisting of public equity, private equity and local currency 
debt provides the most optimal exposure to emerging market growth potential. 

 

 A specific combination of access nodes should be utilized and tailored to each region or a 
particular country. 
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